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ORGANIZING A FORECAST AND BUDGET PROGRAM — 
BASIC CONSIDERATIONS by ROBERT F. MCMAHON 
Different programs may prove equally good or bad, depending upon 
their compliance with particular requirements, but, whether organized 
one way or another, the groundwork has to be done thoroughly and 
checked minutely, as a seemingly minor slip may later turn into a 
major obstacle. Main points of such a general layout are set forth in 
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When Activity Changes 


PROFIT AND LOSS BUDGET BY VOLUME 
by FELIX E. BARIDON 
Pre-determined results established through the profit and loss budgets 
for various levels of activity make for better understanding of the effect 
of volume on the price structure and profit and, as the present author 
sets forth, may also serve as a guide both as to the cause of deviations 
and as to potentials of the business ....... 2... 0.2... cee cece eceees 83 


On the Pricing Front 


THE USE OF THE PRODUCT PROFIT AND LOSS BUDGET 
FOR MARGINAL SALES DECISIONS by H. K. VANCAMP 
In this hypothetical case study the author develops budgetary means of 


supplying the information on marginal sales by incorporating the 
marginal business into the various reports, thus showing its overall 
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Com prebensi ve System 


A CASE STUDY IN BUDGETARY PLANNING 
AND CONTROL by CARL D. CRANKSHAW 


Described here is a system tailored to allow for maximum decentraliza- 
tion and yet highlight all the major features to top management. 
Designed to overcome limitations imposed by frequent volume fluctua- 
tions, a continuous flow of selected information is coordinated into a 
ee ee IN gown heeds aed web akachie ee ana 


Service to Supervision 


ASSISTING THE FOREMAN THROUGH 
MANUFACTURING BUDGET by A. A. COX 


Serving as manufacturing budget and reflecting the departmental per- 
formance, the set of reports presented by the author has been used by 
his company both as a means of creating better understanding of the 
system by those who incur most expenses and a source of information 
designed to assist foremen in determining the basic factors affecting 
the efficiency of departmental operations ....................-+4+- 


Versatile Experiment 


MACHINE ACCOUNTING TABULATIONS FOR 


Such a practical approach to the problem of forecasting sales and cost 
of sales through the use of machine accounting equipment, as in this 
program developed by a multiplant industrial company, may also be 
extended and, as the author points out, information derived from tabu- 
lating cards used for a variety of tabulations to facilitate budgetary 
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Communication Both Ways 


DEVELOPING THE PROFIT PLANNING PROCEDURE 
by CHARLES P. VOLLER 


The emphasis is on the problem of communication both to ensure 
Participation in planning and to channel the feedback information 
into the next planning cycle. In the present author’s opinion, the use 
of the well designed means of communication, as outlined in the article, 
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Unintended Effects 


PROFIT FLUCTUATIONS CAUSED BY 
STANDARD COST VARIANCES by CHARLES M. REINHERR 


Discusses possible side effects of standard cost adjustments adversely 
affecting the profit picture. These concern the turnover of finished 
goods inventory reflecting previous standards. The author discloses 
profit fluctuations that can be anticipated ..................----455 


Not to Be Slighted 


VARIANCE ANALYSIS IN PROFIT PLANNING 

by C. RUSSELL CLAUSEN 
As clearly demonstrated in this case study, even a simple variance 
analysis yields valuable findings when based on profit-minded plan- 
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— Why and Whether — 
Why Be Without Budgetary Control? by CARL J. LARSON 


Increase in Volume to Offset Price Reduction—A Comment 
by GERALD CROWNINGSHIELD 
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The Use of the Product Profit and Loss Budget 
for Marginal Sales Decisions 


by H. K. VANCAMP 


HE QUESTION of maintaining a minimum gross profit percentage or cutting 

prices to secure a greater volume of sales faces the executive every day. The 
executive knows that he is treading on dangerous ground, and asks that ac- 
counting furnish information upon which he can make his decision. 

The majority of the writing touching on this subject is concerned with the 
development of a historical product profit and loss statement. The use of budget- 
ing for control purposes and the inclusion of marginal sales in these budgets is 
almost completely overlooked. This paper will develop the use of a budgeted 
profit and loss in supplying the information necessary for the executive to make 
the decision regarding individual product lines. The following case is a hypo- 
thetical case and is not intended to display actual operations of arry company but 
is used as a means by which the problem of budgets and marginal sales may be 
explained. 

The Allen Office Furniture and Equipment Company is a wholesale distributor 
of office fixtures, furniture, books, printed forms and allied products. This 
company has salesmen who cover the entire state of Ohio. They are headquar- 
tered in Akron, Ohio, where the company also maintains a central warehouse 
with additional warehouses in Youngstown, Columbus, Cincinnati and Toledo, 
Ohio. Deliveries are made from these warehouses by company trucks. 

For several years the company has developed a fixed budget by product. This 
budget has been made from the information contained in the regular sales and 
expense budget. Exhibit 1 displays the budgeted profit and loss for the cal- 
endar year 1959 as released by the budget department. 


The Problem 


A problem that management has under consideration is whether to add busi- 
ness which, with respect to gross profit, is of marginal nature. The company 
dealers have been bidding on office furniture for the new schools and have sold 
some furniture but, as a whole, have not been successful bidders because the 
prices were not competitive. The dealers have also complained that the company 
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Budgeted Profit and Loss by Product 
Furniture 
and Library Office Office 
Fixtures Books Machines Supplies Total 
Net Seles $ 8,800,000 $ 600,000 $ 400,000 $ 2,000,000 $11,800,000 
Cost of Sales 7,096,000 504,000 280,000 1,560 ,00u 9,440 000 
Gross Profit $ 1,704,000 $ 96,000 $ 120,000 $ 440,000 $ 2,360,000 
I to Sales 19.42 16.0% 30.0% 22.0% 20.0% 
Variable Expenses 
Delivery Expense $ 442,000 $ 6,000 $ 12,000 $ 40 ,000 $ $00 ,000 
Warehouse Expense 412,000 12,000 24,000 60 ,000 508 ,000 
Selling Expense 144,000 11,000 7,000 8 ,000 200 ,000 
Advertising Expense 4,000 -- 10,000 - 14,000 
Accounts Receivable, Invoicing, etc 22,900 31,200 1,000 104,900 160 ,000 
Interest Expense 8,000 1,000 1,000 2,000 12,000 
Total Variable Expenses $ 1,032. 900 $ 61,200 $ $5,000 $ 244,900 $ 1,394,000 
Merchandise Margin Tt 871, 100 5% 806 $ 65,000 g 195,100 5 966,000 
2 to Sales 7.6% 5.8% 16.3% 9.8% 8.7 
Fixed Expenses 
Warehouse Expense $ 97,000 $ 4,000 $ 6,000 $ 13,000 $ 120,000 
Selling Expense $,000 5,000 3,000 16,000 100 ,000 
Credits Expense 3» ,000 2,000 1,000 7,000 40,000 
Cashier @ ,000 1,000 1,000 2,000 12,000 
Buying Expense 17,000 1,000 1,000 5,000 24,000 
Accounts Payable 13,000 1,000 1,000 3,000 18 ,000 
Administrative Expense 132,000 9,000 6,000 33,000 180, 000 
Totel Fixed Expenses $ 373,000 $ 23,000 $ 19,000 $ 79,000 $ 494,000 
Net Profit Before Income Tax b 158,100 by TT, 800 5 TE, 00 by TTS; TOS 5 BIT, 000 
2 to Seles 3.4% 2.02 11.5% 5.8% 4.0% 


does not carry a line of school desks and the dealers are therefore unable to bid 
on this large volume item. 

A survey of the various manufacturers of school desks revealed one manufac- 
turer for whom the company could be the sole distributor for the territory con- 
sisting of the State of Ohio. This manufacturer's product is of high quality and 
will meet all the standards of school requirements. 

In management's investigation of the competitive situation, it was found that 
a gross profit of about 12 percent could be realized on the sale of school desks. 
The analysis revealed that, in order for the dealers to be competitive, the 
prices of the regular furniture and fixtures line would have to be reduced so 
that they would realize a gross profit of only 12 percent. 

A comparison of the estimates of business now being sold to the dealers for 
resale to schools and the estimated increased volume of sales at reduced gross 
profit is shown on Exhibit 2 

The board of directors has given this problem some preliminary thought and 
has turned the data on market conditions over to the controller with the following 
question: “If we take on the proposed new line and reduce our gross profit on 
furniture and fixtures now being sold to our dealers and resold by them to 
schools, what will be the effect on our profit?” 
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Class of products Present sales Increased sales 














Furniture and fixtures $100, 000 $150, 000 to 
$200, 000 
School desks -0- $400, 000 to 


$800, 000 


Total $100, 000 $550,000 to 
$1, 000, 000 











EXHIBIT 2 


Methods of Presentation 


The effect of the reduced gross profit on part of the present business must 
also be taken into consideration as well as computing the estimated profit con- 
tribution of the new business. Determining the profit that will be realized from 
this new venture and incorporating the marginal business into the various re- 
ports may be done simultaneously, since the profit will be determined by com- 
paring the two budgets. Basically there are two approaches to the whole prob- 
lem: net profit approach and contribution of margin approach. 

The net profit approach distributes both variable and fixed expenses to all 
products. This approach has merit when the statements are to be used by top 
management to compare the net profit of one product against another and thus 
have a basis for making decisions as on which lines to increase or decrease sales 
and advertising effort in order to maximize the profit. However, this method has 
certain serious drawbacks. First, fixed charges, such as administrative expense, 
must by their nature be allocated by some arbitrary method, so they are open to 
attack from sales managers, and management in general, because there is no 
proven relationship between the services rendered and the expense allocated. 
Second, a sales manager will take the attitude that he should never take short- 
margin business because, if he does, he will at the same time be charged with 
more of the fixed expenses, thus decreasing his overall percentage of net profit 
to sales. Many times this attitude will defeat the very purpose for which the 
analysis is intended. 

The contribution of margin approach consists of giving consideration only to 
the gross profit versus the variable expenses which will be incurred if new 
business is added, or eliminated, if certain products are discontinued. This type 
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of analysis is especially useful where special problems are involved such as in 
our case. However, here again, there are shortcomings concerning its overall 
feasibility, especially for use by top-level management in making long-range plans 
and in comparing one segment of the business against another, one class of 
customer against another or one product against another. 

Since each of them has its advantages, we will combine both approaches in 
our study. This will be accomplished by displaying a profit after variable ex- 
penses entitled ‘merchandise margin” and showing also the net profit before 
income tax. 

A third category, that of semi-variable expenses, can also be worked into the 
budget. We will insert them in the statement and compute a profit after this 
category also. The reason for such a classification will be explained at a later 
point in this paper, when the individual expenses are being considered. 

Even though expenses are controlled at functional levels in the regular budget, 
this does not provide the information necessary for management to make deci- 
sions regarding product lines. This is not meant to suggest that the present 
budget control system should be discarded but that the budgeted profit and loss 
should be added to it as a tool in the budgeting and control procedures. All the 
figures needed are contained in the forma! budget of distribution expenses; there- 
fore, it is simply a matter of rearranging and allocating the figures that have been 
accumulated. 

In our case we shall use the fixed budget for the normal business and add to 
it a variable budget for the estimated volume of marginal business. This, how- 
ever, does not answer our problem completely because it is estimated that 
$100,000 of our present business will have to be sold at a reduced gross profit. 
In order to properly display the true situation, we shall develop the budget not 
only as a combination of the fixed budget and the variable budget but also with 
a separate budget within the budget for the normal business on which the gross 
profit has been reduced. 

Exhibits 3 and 4, respectively, are revisions of the budget shown in Exhibit 1 
if management decides to merchandise the marginal business. Exhibit 3 is cal- 
culated at an additional volume of $150,000 for furniture and fixtures and 
$400,000 for school desks. Exhibit 4 is calculated at an additional volume of 
$200,000 for furniture and fixtures and $800,000 for school desks. These vol- 
umes represent the lower and the top limit as estimated in our example. With 
these two budgets, management is able to determine the results at the various 
levels of activity between the two extremes. In actual practice a budget would 
be compiled also at one or more levels between these two volumes of sales but 
for purposes of illustration the two displays will suffice. 
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Expense Distribution 


We shall now take a look at the various expense classifications and discuss 
briefly their relation to the business as a whole as well as some of the possible 
methods of budget distribution of the various costs and expenses. Of course, 
these are not the only distribution methods available nor are the various expense 
classifications fixed or applicable to all types of business. 

Before we begin the discussion on the individual expenses, it should be 
pointed out that the distribution of expenses on the basis of sales or cost should 
not be used except when there is a demonstrable relation between these figures 
and the expenses being allocated. Nevertheless, in some instances this method 
is used as a matter of expediency due to lack of a better base. However, even 
this can be improved upon by studies of factors by which the sales or cost figures 
can be weighted in order to determine the distribution. Another method of 
solving this problem is the use of executive estimates. This approach has the 
advantage of making the distribution based upon the best judgment available. 

Our first expense for consideration is truck and delivery expense. It could 
be distributed on the basis of weight, unit sale, route covered or number of 
orders delivered. Where the required analysis can be made and the reports are 
on a historical basis, as well as in small companies, these methods are excellent. 
In large companies and for budget purposes this is almost impossible to ac- 
complish. An alternative to these methods is to develop standards based upon 
the study of representative orders. Care must be exercised in this type of situa- 
tion, to ascertain that the sampling is representative. For instance, if the study 
is made only on the short routes the results would be biased. 

In Exhibits 3 and 4, for example, the larger part of warehouse expense, at- 
tributable to the movement of merchandise through the warehouse, is displayed 
as semi-variable, related to the movement of the inventory. The distribution 
of this type of expense is generally applied on some volume of sales basis, since 
a large factor is the use of space, but it does not take into consideration the 
length of time. On the contrary, another method of distribution, by inventory 
turnover, takes into consideration the movement of the merchandise, but not 
the space occupied by the merchandise. 

A more complicated procedure is the use of standard cost. By the use of 
standards similar to factory standards, the factors of both volume and turnover 
can be utilized. This is the basis on which the budget shown on Exhibit 1 has 
been made. The warehouse expense in question was classified as variable expense 
because it fluctuated in a general pattern closely related to the pattern of sales. 
However, in our problem we have an added factor. Ninety percent of the sales 
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of school desks will be shipped directly to the consumer and no warehouse ex- 
pense is allocable to this business. On the other side, the furniture and fixtures 
of the regular line sold at a reduced gross profit will carry the same expense as 
the full priced merchandise. 

The other aspect of warehouse expense is fixed expense, such as depreciation, 
basic maintenance and supervision, incurred regardless of the volume being 
processed through the warehouse. In Exhibit 1 this expense amounts to $120,000 
and remains the same even though the business has increased. The only dif- 
ference is that the expense is now allocated on a larger base. The methods dis- 
cussed under the variable and semi-variable portion of warehouse expense can 
be used to allocate the fixed expense portion. 

Selling expense is also broken down into two parts. In our case salesmen 
work on a two-percent straight commission basis. Some of the sales, however, 
are “house” sales on which no commission is paid, but all of the additional mar- 
ginal sales are expected to be sold by commission salesmen. Thus, being directly 
related to sales, the selling expense can be distributed as a percentage of sales. 

In our case the fixed expense of $100,000 represents the expense of the sales 
office, including the sales manager and supervisors. This expense is applicable 
to all products and should be distributed upon the relationship of the amount 
of effort expended but, from a practical standpoint, this is not always feasible. 
One method is the use of executive estimates. In our case we will distribute 
the fixed selling expense to the various products based upon the budgeted sales 
figures. 

Advertising is frequently distributed on the basis of sales. This is a con- 
venient method but has many pitfalls, because advertising is generally not ap- 
plied proportionately. On the contrary, when the sales volume is decreasing 
the advertising expense may be increasing and vice-versa. The allocation based 
upon an analysis can be accomplished where the advertising pertains to specific 
products. The remaining portion, i.e., institutional advertising, may be allo- 
cated on the basis of the breakdown obtained by the allocation of product ad- 
vertising. This method can also be used in allocating the anticipated advertising 
expense. In our case no advertising expense for the additional marginal sales 
is anticipated since the ultimate consumer is a government agency. We will 
classify this expense as semi-variable since it neither varies directly with sales 
nor can be considered a fixed expense. 

Accounts receivable, invoicing and other paperwork in handling of the order 
are not in the same pattern as the sales dollars or the cost dollars. For instance, 
it would cost as much to bill a desk as it would to bill a book, yet the value of 
the desk might be a hundred times more than the book. This type of expense 
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can be distributed either by the number of invoices or the number of invoice lines. 
Of course there are many cases in which a combination of these two methods 
should be used. If the company is large and a study of this nature is not prac- 
tical, then studies of representative samples should be made and standards in- 
stituted for each type of invoice. This is the method of distribution used in our 
problem. 

Average inventory is normally used in the distribution of interest expense. 
This is the method used in Exhibit 1. In our case, however, we have a differ- 
ent problem. The company is already borrowing money, so any additional 
funds necessary to finance increased sales will have to be borrowed. Also, as 
discussed earlier, the majority of the marginal sales will be direct shipments 
and therefore cannot be related to inventory. When selling to dealers who, in 
turn, sell to government agencies such as school boards, the estimated average 
time for cash collection after delivery will be about six months. The whole- 
saler is forced to extend longer credit terms to his dealers. With these facts in 
mind we will budget interest for the marginal sales at 6 percent for six months, 
based on sales. Because of this variance, interest expense will be classified as 
semi-variable instead of variable as was done on Exhibit 1. 

The remaining expenses—credit, cashier, buying, accounts payable and ad- 
ministrative—are fixed expenses. These expenses generally do not lend them- 
selves to analysis or to being related to some other known factor; their dis- 
tribution is usually based upon the total of all expenses already distributed. 
Another method is distribution on the basis of sales or cost of sales, but any 
relationship between sales and the incurrence of these expenses would probably 
be purely accidental. A third method, the use of executive estimates, has the 
merit of being an economical way of allocating expenses and, at the same time, 
produce results more nearly in relation to the amount of effort expended on a 
given product. While it may be argued that these estimates may be high or 
low, this can be partly offset by computing the average of several executives’ esti- 
mates, thus arriving at a composite estimate close to actual. 

In our case study we have based buying and accounts payable on cost, and 
the distribution of the credit, cashier and general administrative expenses on sales. 

The distribution of expenses is now complete. We are ready to foot the 
various sections of the budget and compute the percentages of the various profit 


levels to sales. 


Management Reports 
The question raised by management was how will the net profit be affected 


NOVEMBER, 1960 13 














if the additional marginal business is added. The answer to this question can 
be determined by compiling a profit and loss statement for the anticipated addi- 
tional business showing the contribution this business is making toward the 
marginal profit. Such a profit and loss statement showing the results at the two 
different levels of operation computed in our budget (Exhibits 3 and 4) is de- 
picted on Exhibit 5. 












































| Marginal Budgeted Profit and Loss 
of Increased Sales at a 12% Gross Profit 

Increased sales Increased sales 

of $550, 000 of $1,000, 000 
Furniture Furniture 

and School and School 
fixtures desks fixtures desks 
| 
| Net sales $ 150,000 $ 400, 000 $ 200,000 $ 800,000 
| Less: 
| Cost of sales 132,000 352,000 176,000 704, 000 
Variable expenses 10, 900 29,100 14, 500 58,100 

Semi-variable expenses 11,500 13, 906 15, 400 27, 700 | 
} 
|Gross contribution to margin $ (4, 400) $ 5,000 $ (5,900) $ 10,200 
| Less: 
Decreased sales and margin of 
regular furniture and fixtures ( ) ( ) 
| reduced to a 12% gross profit $8, 300 $8, 300 
Net contribution to margin $(7, 700) $(4, 000) 
l¢ ) Loss = 
EXHIBIT 5 


We have included as net sales only those additional sales which represents 
the estimated increased sales due to the adding of the line of school desks less 
the reduction in selling price of the furniture and fixtures line. From this sales 
revenue we have deducted the cost of sales, variable expenses, and semi-variable 
expenses, which represent the additional expenditure necessary to realize the 
estimated sales revenue. The gross contribution to margin is $600 at the $550,000 
volume rate and $4,300 at the $1,000,000 volume rate toward fixed expenses. 
However, in order to get this additional business, it will be necessary to re- 
duce the margin on $100,000 of sales of furniture and fixtures, which results 
in a loss of margin of $8,300. When this is deducted from the gross contribu- 
tion to margin we have loss margin at the $550,000 volume level of $7,700 
and loss margin of $4,000 on the $1,000,000 volume level. Assuming that 
the semi-variable expenses remain the same in relation to sales, $40,000 addi- 
tional marginal business above the $1,000,000 volume level would have to be 
secured in order to maintain the same dollar profit as originally budgeted. 
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For the financial management, who desire to look at the detail figures, we 
would present the budgets as displayed in Exhibits 2, 3 and 4. For the line 
management the effects upon the total business should be shown by a summary 


report such as Exhibit 6. 





























Summary of the Estimated Effect of 
Acquiring Marginal Business 
(000 Omitted) 
Budget including Budget including 
Budget business marginal sales marginal sales 
at present level of $550, 000 of $1 900,000 
Net Net Net 
profit profit profit 
before before before 
Sales tax Sales tax Sales tax 
Furniture & fixture $8,800 #298 $8,942 $291 $8,991 $ 301 
Library books 600 12 600 14 600 14 
Office machines 400 46 400 48 400 49 
Office supplies 2,000 116 2,000 122 2,000 124 
School desks -- -- 400 (11) 800 (20) 
Total 11, 800 $472 12, 342 $ 464 $12,791 $468 
EXHIBIT 6 


This summary shows the effect of the marginal business on each segment 
of the business. It should be noted that the products which do not have mar- 
ginal business, increase their net profit before tax. This is due to our election 
to distribute the fixed expenses over the marginal business. The budgets in this 
case are made for a complete year and broken down on a monthly basis for use 


in comparing actual to budget. 


Historical Profit and Loss 


Budget information is of little value unless it is compared at some point 
with the actual performance. The process of reporting historical profit and loss 
has two facets, that of making monthly reports, and the preparation of a fiscal 
year report. 

First, we shall look at the monthly reports. Our sales and costs for this re- 
port will be classified in such a manner that we will have these figures at actual 
for our monthly report. In this case of furniture and fixtures there are two 
classifications, one for sales with normal gross profit, the other showing the 
amount of sales and applicable cost for those sales which have a reduced gross 
profit. The other products would only be segregated into the proper product 


classes. 
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For the distribution of variables and semi-variables a standard percent of 
sales is computed for each expense in each class product. These percentages 
are applied each month to the accumulated sales to arrive at a standard expense 
in each product classification. The standard expense dollars for each expense are 
totaled and the actual expenses allocated on the basis of these standard expense 
dollars. 

A standard expense 's not computed for the fixed expenses but the actual 
expense is allocated based upon the percent of each fixed expense in each 
product classification to the total of that expense. 

The monthly reports to management have a separate sheet for each product 
classification. Each report presents in columnar form the actual profit and loss 
for that month, the budget for that product, the variance from budget, and a 
duplicate set of columns presents the year to date in the same manner. For 
furniture and fixtures, two reports are made, for the normal profit business and 
for the marginal business. The total of all these reports equals the profit and 
loss as taken from the ledger. 

The fiscal year historical profit and loss by product would be computed in 
the same manner as has been discussed in computing the budget. This would be 
accomplished by using the actual figures instead of the estimated figures. A 
year-end report similar to the monthly reports would be issued. 


Conclusion 


In order to accomplish profit maximization, accounting must furnish manage- 
ment with information on which decisions can be made regarding marginal 
sales. This goal can be accomplished by the establishment of a budgeted product 
profit and loss. From the budgeted product profit and loss the necessary in- 
formation can be taken to solve the problems arising in the handling of these 
sales. Management may be considering either the adding of a new product or 
the discontinuance of an old product; for this type of a decision, management 
must have good cost of distribution information as well as factory costs. It is 
the duty of the accountant to develop such information so that it is available 
when the need arises. 
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Variance Analysis in Profit Planning 
by C. RUSSELL CLAUSEN 


oo it is far more beneficial profit-wise if the accountant can tell his 

employer or his client what action he should take rather than where his 
money has gone. One form of this “forward” accounting is planning for a profit. 
The oldtime formula was ‘‘buy cheap, sell high, and hope for a profit.” The 
first two instructions are indeed worthy, but do not necessarily lead to a profit. 
Why not start with the conclusion and work backward? Set the profit that is 
desirable in view of the investment and then figure what must be done to accom- 


plish that end. 


Setting the Goal First 


Let us take, as an example, the case of a small manufacturing plant fabricat- 
ing four lines of metal products. This firm has an investment in land and 
buildings of $1,000,000, equipment of $2,500,000, inventories of $650,000, and 
cash and receivables of $350,000—a total of $4,500,000. 

Three of the four major lines include several product items each; the fourth 
line, a relatively new development, includes only one product. Identifying 
them as A, B, C and D, let us plan what we must do to earn a reasonable re- 
turn on our investment. Considering that a return of 5 or 6 percent can usually 
be obtained with relatively little risk, a fair return might be considered 10 per- 
cent for the risk involved. Since we are also a partner of Uncle Sam (or vice 
versa) this will mean a necessary profit before taxes of roughly 20 percent. 
So we have to make $900,000 profit before taxes in order to achieve our end of 
a ten-percent return on capital. 

As a further guide in our planning, let us look at the latest year's operat- 
ing statement, broken down to product lines (Exhibit 1). 

If we compare this profit of $328,000 with our desired before-tax net income 
of $900,000, it is evident that we have some major operations to perform to 
reach our objective. Persistent failure to do so will damage our ability to grow, 
to replace assets as they become worn out or obsolete and, ultimately, our ability 
to pay dividends to the owners. 





C. RUSSELL CLAUSEN, Lansing Chapter, 1947, is Assistant Treasurer of Motor Wheel 
Corporation, Lansing, Michigan. He has been with this company for over 30 years. 
Mr. Clausen is Past President of the Lansing Chapter. 
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re — 7 7 
Operating Statement 
(000 omitted) 
Product Line 

A B Cc D Total 
[investment (buildings and equipment) $1500 $1200 $600 250 $3550 
lInventories 300 150 100 50 600 
Sales $2400 $1300 $500 $300 $4500 
Less freight out 20 10 5 - 35 
Cost of sales (standard) 2016 1222 460 225 3923 
Gross profit $ 364 S 68 $35 $ 75 $ 542 
% of profit on gross sales 15.2% 5.2% 7% 25% 12.1% 
jScrap sold, net $ 20 $ 12 $ -- $ -- $ 32 
jPurchase variance 5 4 1 -- 10 
\Production variances ( 80) (20) (10) (5) (115) 
|Unearned burden (10) (10) (1) (0) (21) 
|Manufacturing profit $ 299 $ 54 $ 25 $ 70 $448 
|Administrative, selling and 
jengineering expense 120 
Profit before income tax $ 328 

EXHIBIT 1 


Determining Attainable Objectives Next; Budget 


The problem, inability to make a satisfactory profit, was clear. What was 
the solution? The sales manager, the manufacturing manager, the chief engi- 
neer, the purchasing agent, the general manager and the controller-treasurer, 
all got together to consider possible approaches. They recognized that an at- 
tack on the problem must proceed on all fronts: volume, scrap recoveries, ma- 
terial and labor usage, manufacturing expense, freight costs, administrative and 
engineering expense, and product development. It was agreed that sales of 
Product A might be increased by 50 percent in the coming year with 30 percent 
added sales effort. Product B was one that was passing out of the picture, so 
that no additional sales volume could be expected; in fact, a drop of 10 percent 
could reasonably be anticipated. It was agreed also that price for Product B 
should not be dropped; a drop in price would have little effect on volume of this 
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EXHIBIT 2 
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item. Product C could be expected to move with A, while D, the new line, would 
double in volume. The overall increase in total sales, then, could amount to 
roughly 35 percent. With this production volume, the plant manager thought 
he could overearn burden by 10 percent and reduce manufacturing variance to 
about 10 percent of the past year amount. 

With these figures agreed upon, the controller was asked to prepare a budget 
which would yield a profit approaching to the $900,000 goal. The result is 
shown in Exhibit 2. 

At the subsequent meeting to discuss this proposed budget it was agreed 
that, though short of the previous objective, it was realistic, so it was accepted 


as the annual budget. 


Working Out the Details; Monthly Budgets 


The annual budget was broken down into monthly budgets based on the 
seasonal variations expected in sales. For one of the early months, the fore- 
cast budget is shown in Exhibit 3. 

Each month, as soon as the sales figures were available, an adjusted budget 
was built up, based upon the same profit percentages for other expenses and 
variances. The result for the operating month (forecast in Exhibit 3) is shown 
in Exhibit 4. 

The point to observe in comparing these two budgets is that all items are 
the same in relation to sales total; only the sales totals are changed. Therefore, 
any difference in budgeting gross profit must be due solely to volume. Initially, 
then, we can account for the excess of $9.9 thousands above forecast gross profit, 
in terms of volume. But that is not the whole story. We have not found our 


actual profits yet. 























Operating Budget Forecast 
(000 omitted) 
Product Line 
A B Cc D Total 
Sales $250 $103.3 $100 $62.5 $515.8 
Freight out 3.3 8 .8 -- 4.9 
Gross profit $ 38 $ 5.3 $ 7 $15.6 $ 65.9 
Scrap sales 3.0 
Purchase variance 1.0 
Production variance (2.1) 
Overearned burden $.7 
Manufacturing profit $ 73.5| 
Admin., selling, engr. expense 13.5 
Budgeted profit before taxes $ 60.0] 
EXHIBIT 3 
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operating results for the month. These are shown in Exhibit 5. 


Adjusted Operating Budget 
(000 omitted) 
Product Line 

A B Cc D Total 
Actual sales $300 $80 $110 $75 $565 
Freight out 3.9 6 9 -- 5.4 
Gross profit rate 15.1% 5.1% 7% 25% 
Gross profit $ 45.3 $4.1 $7.7 $18.7 $ 75.8 
Scrap sales, (net) 3.4 
Purchase variance 1,1 
Manufacturing variance (2. 3) 
Overearned burden 6.2 
Manufacturing profit $ 84. 
Admin., selling, engineering expense 13.5 
Adjusted budget profit before tax $ 70.7 

EXHIBIT 4 

J . 
Comparison of Adjusted Budget to Actual; Variances 

As operating figures become available, it is possible to exhibit the actual 
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due to increased margins and/or ‘‘freight out’’ savings. 


Operating Statement 
(000 omitted) 
Product Line 
A B Cc D Total Variance 
Actual sales $30 $80 $110 $75 $565 -- 
Cost of sales 246 76 99 50 471 
Freight out 5.1 at l -- 6.8 1,4* 
Gross profit $ 48.9 $ 3.3 $ 10 $25 $ 87.2 11.4 
% gross profit 16.3% 4.1% 9.1% 33 1/3% 15.4 
Scrap sold, net 4.0 .6 
Purchase variance 25 . 6% 
Manufacturing variance (2.5) 2% 
Overearned burden 3.5 2. 7* 
Manufacturing profit ~ 92.7 8.5 
Admin, , selling and engineering expense 15.0 1, 5* 
Profit before taxes 77.7 7.0 
*unfavorable variance 
EXHIBIT 5 


The variance column at the right shows the differences between the actual 
figures and the adjusted budget figures which reflect margin influences. Thus 
it appears that on the basis of our budgeted percentages of profit, we expected 
to make $75.8 gross profit on actual sales, but actually made $87.2, a gain of 
$11.4, due to greater profit margins than were planned for. Since sales volumes 
in Exhibits 4 and 5 are the same, any differences in gross profits in dollars are 
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Analyzing the variances between original forecast and actual performance 
for gross profit, we find, in total, a favorable balance (gain) of $21.3, consist- 


ing of : 
a volume gain of $ 9.9 
a profit margin gain of 12.8 
a “freight out” loss of (1.4) 
Total $21.3 


But going further, to an analysis of variance in final profit figure, we find a 
difference between the original forecast and actual performance of $17.7. Since 
we have already explained some reasons for this variance, somewhere between 
gross profit and net profit is the difference of $3.6, which results from a loss 
in nonmerchandising operations (“‘loss’’ means unfavorable in comparison with 
plan, it does not imply a loss in the usual sense of an unrecoverable outlay). 

Before going on to analyze the source of this “loss,” let us look at responsi- 
bilities. The volume variance and the margin variance are responsibilities of the 
sales manager. He apparently exceeded even his own expectations. Worthy of 
note is the higher freight item, as compared to budget. Possibly his decision to 
pay the freight on more than usual orders may have been a significant factor in 
generating added sales. Note also that his margin of profit increased in spite of 
our absorption of this freight increase. The other variances are mostly the 
responsibilities of the plant manager. For these items, we had a total unfavor- 
able variance of $3.6. Administrative increases accounted for $1.5 of this, per- 
haps reflecting increased selling expense. Its exact composition could only be 
determined by breaking down administrative expense among the three categories, 
presently lumped together. Aside from this, the balance of $2.1 is the net result 
of several expense management and scrap management activities. A closer look 
at these, shows what happened. Exhibit 6 indicates the factors that produced the 
net “loss” of $2.1 in manufacturing variances of the several kinds. 








Manufacturing Variances 
(000 omitted) 








Volume Expense 
Forecast Adj. budget variance Actual variance 
Scrap sales 3.0 3.4 4 4.0 +.6 
Purchase variance 1.0 1.1 el 03 -.6* 
Production variance (2. 1) (2. 8) o? (2. 5) +.3 
Overearned burden 5.7 6.2 5 3.5 -2.7* 


(Figures in brackets represent items which were not expected to provide savings; 
i.e. unfavorable production variances, which are equivalent to losses). 








EXHIBIT 6 
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Scrap sales recovered $1.0 more than we had planned, due $ .4 to increased 
volume and $ .6 to other factors—we hope it is due to better scrap prices, better 
sorting of scrap, etc. Purchase variances did not meet our expectations, whether 
due to unfavorable prices in spite of volume purchases or due to poor buying 
practice. Production variances were greater than originally forecast, even better 
than would be expected for the actual volume of operations. Less burden was 
earned than originally planned and considerably less ($ .7) than could be ex- 
pected at the actual volume of operations. A possible explanation is that in- 
creased sales caused more overtime premium in indirect labor; investigation is 
needed to find out whether this is true. 


What Have We Accomplished? 


By setting up a forecast budget we first established what we would have to 
do to make the profit that we wanted to make. Then through the use of the 
adjusted budget, as well as the forecast budget in comparison with actual per- 
formance, we were able to point up where we fell down and to define the areas 
of responsibility. Under the old system of “buy cheap, sell high, and hope for 
a profit” we might have had a reasonably rosy feeling when we came up with any 
profit higher than “last month” or “same month last year’’ when we made 
$50,000. We would have overlooked the fact that our burden was actually un- 
controlled to the extent of $2,700. Being aware of such a condition, perhaps 
there is something that we can do about it. Smug complacency with what we 
have done can rob us of the urge to cure an evil. 

Further, the discussions on the budget brought out the fact that Product B 
was gradually passing out of the picture; also that Product D, the new one, was 
far exceeding other products in yield. This could point up the need of research, 
constant research, to develop new products, which would both fill the capacity 
void being created by Product B and develop the higher profit percentage, as 
that of D. New products which have not yet reached the competitive nature of 
older products should produce unusual returns, for they are the result of in- 
genious use of manpower, materials and equipment. 

The accountant must be the one who says “this is what we must do to make 
a profit.” And he must follow up on performance, to point out the specific 


activities which are in need of managerial attention. 
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Profit Fluctuations Caused by 
Standard Cost Variances 


by CHARLES M. REINHERR 


A GREAT DEAL has been written about the benefits of standard costs. Yet 

standard costs, like some of our spectacular wonder drugs, can at times have 
undesirable side effects. Certain side effects, particularly those which affect profit 
and loss statements by temporarily overstating profits or losses, are of special 
concern to anyone who must explain the reasons for changes in the rate and/or 
amount of profit from one month or accounting period to another. 

To understand these side effects, let us look at some cases. In all these it 
is assumed that inventories are valued at standard cost and that some or all 
of the variances are directly absorbed in cost of goods sold. Such disposition of 
variances is often made (N.A.[C}.A. Bulletin, Research Series No. 10, entitled, 
“Costs Included in Inventories,’ August 15, 1947, reports 54 out of 65 com- 


panies did so). 


Lower Profits after Reducing Actual Costs 


In our first case let us suppose the standards have been in effect for some 
time. The first of February, Joe comes up all excited from the factory. He has 
found a way to double production on one of the operations necessary to pro- 
duce our product. We pat Joe on the back and make a note to check his 
alleged savings to see if they materialized. Sure enough, when we close the 
books for February, direct labor variance shows a gain or credit which we can 
trace to Joe's savings. We take this credit variance into the profit and loss 
statement. In writing up February's operations we mention Joe’s savings as 
being a reason for the increase in profits. 

Effective July 1st we revise our standard cests. Let us suppose that all 
changes from the old to the new standards offset each other with the exception 
of Joe’s savings. Hence, the net of the new standards is that they are lower 
than the old ones by the amount of this savings. When we issue our July 
statements we find profits are down. Let us assume that sales, costs and pro- 
duction for July (with the new standards) are the same as in June (when the 





CHARLES M. REINHERR, Akron Chapter (Cleveland, 1929), is currently in charge of 
Forms Control, The Firestone Tire and Rubber Co., Akron, Ohio, with which firm he 
has held various accounting positions during the past 30 years. He holds B.S. and M.A. 
degrees from the University of Pittsburgh. Mr. Reinherr is Past President of the Akron 
Chapter. He contributed previously to the Bulletin. 
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old standards were still in effect). We explain that profits are down due to 
selling “high cost” inventories. ‘“What high cost inventories?”, we are asked. 
At this point we must confess it is inventories produced prior to Joe’s savings. 
we are told. By the time we are 


, 


“But we sold those inventories months ago,’ 
through explaining that one, we are ready to go looking with a shot gun for 
the guy who invented standard costs. 


Inventory Valuction Is the Key 


What happened was that we continued to value our finished goods inventory 
at standards set prior to (and which did not include) Joe’s savings. At the 
same time, by absorbing the credit labor variance, we were basing our profit 
and loss statements on costs which did include Joe’s savings. When we revised 
standard costs (July Ist) we wrote down the finished goods inventory to the 
new standards. This write down must be absorbed on our profits and loss 
statements and we did so by pro-rating it over the period during which the 
inventory was being sold. (Another way of handling would have been to have 
kept on using the old standards in costing sales until the finished goods in- 
ventory on hand at the time of the cost revision was sold.) As a result, our 
July profit and loss statement reflects cost of goods sold being charged, in 
effect, at the old standards without Joe’s savings. Furthermore, there is no 
credit labor variance, since the cause of this variance (Joe’s savings) has been 
incorporated into the new standards. Thus, our profits are back to what they 
were before Joe’s savings—but the time is five months after we first reported an 
increase in profits due to his savings! 

This may be more readily seen if we look at Exhibit 1. This exhibit shows 
a simple profit and loss statement with everything held constant except the 
changes due to Joe’s savings. To avoid confusion caused by product mix, it is 
assumed only one item is manufactured. In looking at this exhibit, keep in 
mind the problem is to explain the decrease percentage in profits from 20.8 
percent in June to 16.7 percent in July. 


Difficult to Recognize the Problem in Advance 


Of course you may be thinking that we should not have let Joe’s savings 
show up until the finished goods inventory produced prior to the savings was 
sold. This is easy to say, but the difficulty is that we often do not recognize 
such a case until hindsight shows us that a current month’s loss is not really a 
loss but a correction of an overstatement of the previous month’s profit. To 
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further complicate matters, “Joe’s savings’ can take many and varied forms. 
In fact, any reduction in material, labor or variable overhead cost, if permanent 
(at least lasting longer that it takes to liquidate the finished goods inventory), 
may turn out as such a case. Often such reductions seem temporary, or are 
offset by losses, or sneak up on us little by little, so we fail to realize their 


significance until we revise standard costs. 


Lower Profits after Decreasing Standard Costs 


As a second case let us suppose Joe tells us in advance about his savings and 
that it is going to be in operation (he tells us) just about the time our new 
standards go into effect. So we include it in the standards. 





LOWER PROFITS AFTER DECREASING STANDARD COSTS 


December January 


Assume: 
Unit Selling Price $1.20 $1.20 
sa Actual Cost 1.00 1.00 
. Standard Cost 1.00 095 
No. of Units Sold 100 100 
. 8 Produced 100 100 
. 8 S in Inventory 200 200 





Finished Goods Inventory 








Value @ Old Standards $200 $200 

” @ New ° 200 190 

Adjustment - 10* 

PR S 

Sales $120 $120 
Cost of Goods Sold 

At Standard $100 $ 95 

Cost Variance - Loss ~ 5 


Finished Goods Inventory 





Adjustment ~ 5* 

Total Cost $100 $105 
Gross Margin $ 20 $15 
% to Sales 16.7% 12.5% 








* Absorbed on pro rata basis over months inventory is being sold 





EXHIBIT 2 
N.A.A. BULLETIN 





In closing the first month’s business under the new standards, we find some 
loss or debit labor variance. We trace it down to Joe’s having difficulty getting 
his savings going. ‘“There will be a delay of a couple of months—but no more 
than that, for sure,”’ he tells us. Well, with a direct labor loss variance such as 
this there is only one thing to do—write it off to profit and loss. Now let us 
suppose that after the statements are issued, the president calls us in to explain 
a decrease in profits. He has papers all over his desk and has been comparing 
the current month’s profit with the previous month. He has found sales, pro- 
duction, unit costs, expenses, all to be about the same in both months, so he 
wonders why the profits are different. Of course, one can explain what 
happened, but it is difficult to overcome the suspicion in the president’s mind 
that maybe he would be better off with no accountant. 

What happened was that, although we changed standards, we adjusted the 
cost of sales to the old standards (or we continued to use the old standards in 
costing sales), since the sales were made from finished goods inventory. Now 
these old standards included the high cost prior to Joe’s savings. Then, when 
we wrote off the loss variance due to Joe’s not realizing his savings, we were 
in effect providing for the same item of cost a second time. Exhibit 2 presents 
a condensed profit and loss statement to illustrate this. 


When Production Varies from Sales 


As a third case let us expand our second case and assume production was 
twice sales in both months under review. Let us also assume that this is accord- 
ing to plan (production being leveled out while sales are sharply seasonal) and 
thus rule out volume or period variances. What happens in a case such as this 
is that our profits are down by twice the amount of Joe’s unrealized savings on 
each unit sold. Exhibit 3 illustrates this. Here again, the problem is to explain 
the decrease in profits from 16.7 percent in December to 8.3 percent in 


January. 


Side Effects Often Obscured 


Fortunately, the side effects are generally lost or mitigated among dozens of 
other variables occurring from one month to the next. They seldom show up 
in such a clear fashion as in the above cases. Since they are obscured, we often 
fail to realize they exist and, as a result, only vaguely understand them. 

These side effects are likely to occur with greater frequency as the trend 
to earlier closings develops. One aid toward achieving an earlier closing is to 
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issue the profit and loss figures first, and to close the books and look for the 
reasons second. By then it is too late to take corrective action. All this means 
we must not only know the reasons or causes of all the variances being absorbed 
but must understand their ultimate effect on the profit and loss figures. 

















December January 
Assume 3 
Unit Selling Price $1.20 $1.20 
- Actual Cost 1.00 1.00 
" Standard Cost 1.00 095 
No. of Units Sold 100 100 
“ 8 " Produced 200 200 
ew 668 sg in Inv. (Beginning) 100 200 
" " " " uw (End ) 200 300 
Beginning Finished Goods Inventory 
Value © Old Standards 3100 $200 
" @ New " 100 190 
Adjustment g- $ 10 * 








PROFIT & LOSS STATEMENT 





Sales $120 $120 
C Goods Sold 
At Standard 100 95 
Cost Variance - Loss - 10 
Finished Goods Inventory Adjustment - 5 * 
Total Cost $100 $110 
Gross Margi # 20 $ 10 
% to Sales 1€.7% 8.3% 








* Absorbed on pro rata besis over months inventory is being sold 





EXHIBIT 3 
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Recapitulation 


The foregoing cases have been illustrative of certain undesirable side effects 
standard costs can have on the profit and loss statement. It may be helpful 
if we summarize the conditions under which these side effects become operative. 
Thus we have danger signals to watch if we are to avoid them or, at least, to 
know in advance what we are getting into. It should be noted, however, that 
these occur only if we use standard costs to value inventories, and variances are 
being currently absorbed. 

A reduction in actual costs will result in over-stating profits. The amount of 
overstatement, in a given month, will be equal to the amount of reduction 
in cost during the month. The duration of the overstatement will be the time 
required to sell the finished goods inventory. The total overstatement will be 
the amount by which the finished goods inventory is valued in excess of actual 
cost. If the reduction in actual costs is only temporary (lasting for less than 
the time it takes to sell the finished goods inventory), this overstatement is not 
too serious, and may even be a desirable way of accounting for the lower costs. 

Decreasing standards to reflect a previously realized reduction in actual costs 
will result in understating profits. This is, of course, the offset to the above 
mentioned overstatement. It is what happened in the first case mentioned in 
this paper. 

Both of the foregoing also work in reverse, i.e., (1) an increase in actual 
costs will result in understating profits (or in increasing losses), and (2) in- 
creasing standards to reflect a previously realized increase in actual costs 
will result in overstating profits. 

By setting standards above actual costs, profits can be overstated during the 
time required to sell the finished goods inventory. The total overstatement will 
be the amount by which the finished goods inventory is valued in excess of 
actual cost. The offset to this overstatement occurs in either: 

1. An increase in actual costs, resulting in understated profits, or 
2. Decreasing standards to the realized actual costs, which also results 
in understated profits. 

By setting standards below actual costs, profits can be understated (or losses 
overstated). It is what happened in the second case discussed in this paper. 

Production greater than sales will result in even greater misstated profits. 
This can be expanded as follows: 

1. Production greater than sales, plus credit variances, equals over- 
stated profits. 


2. Production greater than sales, less debit variances, equals under- 
stated profits. 
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For instance, when production is greater than sales, and we have credit 
variances, the amount of overstatement in profits will be the amount of credit 
variance applicable to units produced in excess of units sold. This overstate- 
ment can be offset when (1) production is less than sales or (2) there is a 
revision in standard costs. 

The reverse may be true if production is less than sales, provided the variances 
continue beyond the life of the finished goods inventory. During the life of 
the finished goods inventory, having production less than sales will merely 
reduce the overstatement or understatement of profits. 

The variation in profits, when production is greater or less than sales, can 
become an especially difficult problem if we are using /ifo on a raw material 
subject to significant price fluctuations. Concurrently absorbed material price 
variances, especially if based on receipts into raw materials inventories, will 
probably show little relationship to sales. Hence, anyone who takes the change 
in price (from the beginning of the month to the end of the month) and multi- 
plies it by the number of units sold is apt to come up with a different figure 
than the amount of variance which was taken into the profit and loss state- 
ment. Attempts to explain to a nonaccountant the reason for such a difference 
can often be less than successful. 

Over a period of time, the above principles, operating positively and nega- 
tively, may offset each other. However, this is like having a table with some 
legs too long and others too short. It is small comfort to know that the legs 


average out at the right length. 


Summary 


The root of the problems we have been discussing is that we usually relate 
profits to sales, while variances are related to production or purchases. When- 
ever these variances are writen off without reference to inventories, they can 
result in profits (when measured against sales) going exactly opposite to the 
direction we anticipate they should go. It is hoped this analysis will help in- 
crease the understanding of this often puzzling condition. 
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Developing the Profit Planning Procedure 
by CHARLES P. VOLLER 


ROFIT PLANNING includes a complete financial and operational plan for all 

phases and facets of the business. It therefore encompasses budgeting pro- 
grams for control of expenses, sales forecasting and sales planning programs, 
planning and programming additions to or deletions from working capital and 
plant investment, and a review of all factors which have an impact on return 
on investment, both from a short-term viewpoint of one year and longer periods 
of time. The profit planning function must not be merely financial in scope. 
It must disclose the methods and programs by which the financial goals set 
forth are to be achieved. 

This type of program is usually started by the chief accounting officer be- 
cause of the multitude of facts that are available to him. Usually, as a starting 
point, budgetary control programs are installed in some form or another and 
from this point the planning function evolves. 

Once the plan is defined, the development of a formal or informal format is 
the next step. The information necessary to the plan can be rigidly defined or 
broadly outlined. This must be done whether there is extensive participation or 
not. A check list and time schedule of some type must be prepared. The format 
is developed starting with estimated sales, manufacturing costs and capacities, 
service expenses, administrative, selling and engineering expenses, long-term 
debt expenses, etc. In addition to these basic profit and loss factors, programs 
and plans must be established for each individual function. 

An example of a formal profit plan format or outline is as follows: 


PROFIT PLAN FORMAT 
Review of 1959 Operations 


1. Earnings statement comparison, 1959 profit plan vs. estimated 1959 
actual. 


N 


Narrative for 1959 operations. to include: 
a. Competitive conditions, prices, products, etc. 
b. Economic conditions by major market areas 





CHARLES P. VOLLER, Olean-Bradford Area Chapter (Jamestown, 1956), is Controller, 
Clark Bros. Company, a major subsidiary of Dresser Industries. Prior to joining Clark 
Bros. Co., he was Controller for the Bovaird and Seyfang Mfg. Co., Bradford, Pennsyl- 
vania, also a subsidiary of Dresser Industries. Mr, Voller received his B.S. Degree in 
Business from Indiana University. 
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c. Research and development—new products, product improvement 
d. Organization review 
e. Financial review. 

3. Earnings and expense comparisons, 1959 profit plan with 1959 
estimated actual, by operating responsibility. 

4. Explanation of variances. 

5. Capital budget summary. 

6. Explanation of variance from planned capital expenditures. 

7. Major balance sheet items, comparison 1959 profit plan vs. 1959 


estimated actual. 
8. Explanation of balance sheet variances. 


Five-Y ear Projection 
1. Earnings statements and balance sheet statistics for 1960-1964. 
2. Narrative for five-year projection to include: 
a. Growth philosophy 
b. Markets 
c. Research and development—products 
d. Management development and organization planning 
e. Facilities planning. 
3. Charts and exhibits, to be inserted to graphically illustrate specific 
points, i.e., sales trends by products, relationship of capital expendi- 
tures to funds provided, etc. 


1960 Profit Plan 
1. Statement of earnings comparison——-1959 estimated actual vs. 1960 
profit plan. 
2. Narrative for 1960 profit plan to include: 
a. Sales plan—prices, markets, products, etc. 
b. Research and development—new products, product improvement 
c. Management development. 
3. Detailed capital budget program. 
4. Explanation of capital budgets. 
5. Planned balance sheet by month with commentary on significant 
changes. 
Financial Statements 
Supplemental financial data, such as product earning statements, gov- 
ernment contracts, analysis of change in invested capital, etc. 
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Assignment of Responsibility 


After the plan has been defined and a program developed it becomes neces- 
sary to assign the responsibility for preparation, coordination, analysis and 
interpretation of the plan. No matter what his title may be, one person must 
have this responsibility. At this point the question of participation is of prime 
importance. Each and every person responsible for a managerial function should 
be given the responsibility of stating his plans for the periods under considera- 
tion. These plans are, obviously, subject to review by each immediate superior. 
However, based on the information available to a manager he should know 
best the requirements for his department necessary to accomplish the overall 
goals of the company. 

One method of assigning the responsibility and obtaining the necessary 
participation is a series of letters outlining the information desired, as illus- 
trated below: 

The review of our 1960 profit plan will be held on September 15, 
1959. Our plan this year is divided into three phases: review of 1959, 
five-year projection 1960-1964 and 1960 profit plan. 
We ask that you prepare the following information by August 15, 
for use in the plan— 
1. Review of 1959: 
—Actual design progress compared to planned design program for 
new products as well as redesign of current products. 
—A comparison of estimated actual and planned engineering 
expense by function with an explanation of major differences. 
2. Five-Year Projection 1960-1964: 
—Planned product program to meet sales goals. 
—Planned expense by function to achieve product development 
program. 
3. 1960 Profit Plan: 
—Planned new product development by project with an estimated 
cost of each project. 
—Redesign of current products by project with an estimated cost 
for each project. 
—Departmental budgets with an explanation of major differences 
from estimated 1959 expenses. 


With a communication such as this to each responsible person in the organi- 
zation, the information for the profit plan can readily be reviewed and 
assembled. 
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EXHIBIT 1 


Exhibit 1 is a flow chart showing in detail the steps involved in preparation 
of the profit plan earnings statement. It is apparent that this information must 
be assembled from a variety of sources within the company. The use of formal 
means of communication, which prescribe the data required as outlined above, 
will materially simplify the preparation of such data. 


Coordination of Work Involved in the Preparation of the Profit Plan 


Obviously there must be considerable communication between those respon- 
sible for the major business functions and the person in charge of profit 
planning. Most basic information must be completed and approved before 
functions dependent upon this information can begin to make their plans. 
One of the best means to make certain that this information is available when 
needed is to develop a time schedule. Each person responsible for a major 
function must be made aware of this time schedule. 

The following example of a time schedule is based on the assumptions that 
each person will have been notified of his schedule in a written communica- 
tion and that such information will be available to prepare the operational 
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explanation for achievement of the plan so that this explanation will be avail- 
able concurrently with each financial schedule: 

Step 1—Notification of necessary information to each participant. 

Step 2—Preliminary sales plan. 

Step 3—Review of preliminary sales plan. 

Step 4—Approve sales plan. 


Step 5—Manpower requirements which are the basis for manpower 
budget. 
—Facilities requirements for manufacturing and engineering 
which are the basis for the capital budget, etc. 
—Material requirements for manufacturing or from outside 
vendors which are the basis for the inventory and purchases 


budget. 

Step 6—Review, revise, approve—Step 5. 

Step 7—Manufacturing expense—budgets (including direct labor.) 

Step 8—Review, revise, approve—Step : A 

Step 9—Application of manufacturing expense to products. 

Step 10—Inventory requirements. Material plus conversion costs. 

Step 11—Review, revise, approve—Step 10. 

Step 12—Service, distribution, selling, administrative and engineering 
expense budgets, all including manpower. Each of these 
budgets will be analyzed and presented from a control 
viewpoint. 

Step 13—Review, revise, approve—Step 12. 

Step 14—Other income and expense budget. 

Step 14. 





Step 15—Review, tevise, approve 
Step 16—Profit and loss summary of Steps 1 through 15. 
Step 17—Review of profit and loss summary. 
Step 18—Balance sheet summary. 
Step 19—Approve plan. 
This type of schedule with dates applied to fit the particular situation will 
assure the proper communication and coordination necessary to develop a realistic 


plan whether it be for one year or five years and upward. 


Measuring Profit Performance 


It is appropriate now to mention the feedback or measurement phase of the 
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profit planning cycle. Because of the manner in which the plan has been 
developed it is not only possible but vital to the program that comparison of 
actual performance versus profit plan be made. This must be done on a respon- 
sibility basis and is most effective if those responsible for the program are held 
responsible for explanation of variations in performance. That is to say, each 
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individual having participated in developing his part of the plan must be given 
the results of his performance against his plan so that he may determine the 
reasons, favorable or unfavorable, for variance from his plan and determine a 
corrective means of action. An example of a division manager's report on per- 
formance is shown in Exhibit 2. 

An example of a consolidated report of performance is shown in Exhibit 3. 
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These are only two of many methods available for use as measuring devices; 
however, they do serve to point out that: 
1. Planning establishes the goals and determines how best they can 
be met. 
2. Review gauges the success of operations and interprets their results 
in order to obtain conclusions for possible improvements. 
There must be a link between planning and reviewing so that one can 
benefit from the other. If the results of the review are not channeled back into 
the planning stage, some of the valuable lessons of experience are lost forever. 


Updating the Profit Plan 


Although the profit plan must remain fixed for a selected period of time, 
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EXHIBIT 7 


the planning function must not become static. The plan must constantly be 
reviewed and notice taken of all significant changes during the profit plan 
period. This can be done by intermediate forecasts, either quarterly or semi- 
annually. Again, these intermediate forecasts must be compared to the original 
or annual profit plan. This can be done by a comparison of current forecast 
and annual plan or on an exception basis. 

The Exhibits 4 through 7 show not only the actual to-date results of opera- 
tions but also the monthly estimate for three months in advance, projected for 
at least two additional quarters. They also show the anticipated changes or 
variances at the end of each quarter from the original plan. 

It should be apparent that one person, or group of selected persons, cannot 
fulfill the objectives of the profit planning function if left alone. To have a 
moving, dynamic operational plan it is necessary to have as much participation 
as possible or profit planning becomes nothing more than an exercise in account- 
ing machinations. 

A corporation is dependent upon teamwork. If all the people know their 
assigned jobs, work together and follow the plans, the chances for success are 
great. However, if the plans are not followed the likelihood of success is 


diminished and probability of failure is great. 


N.A.A. BULLETIN 








Organizing a Forecast and Budget Program— 
Basic Considerations 
by ROBERT F. McMAHON 


A TREMENDOUS GROWTH of material in the fields of forecasting and budget- 

ing may be noted in the contemporary accounting literature. This increasing 
emphasis has developed naturally, in accord with management's growing realiza- 
tion of the need for planned and controlled data and tools for sound and timely 
decision making. A preponderance of the available literature, however, con- 
cerns itself primarily with the how-we-do-it type of approach. Appropriately 
enough, innumerable accompanying examples and illustrative data are presented 
to the reader for consideration of its applicability to his requirements or situa- 
tion. Some of it may apply but, generally, most of it does not. 

It is with these thoughts in mind that the writer has attempted, here, to 
develop a manageable blueprint of organizing for forecasting and budgeting. 
The emphasis, by definition, will be on organization rather than on implementa- 
tion, although they will necessarily overlap to a certain extent. 


Responsibility for Forecasting and Budgeting 


It has been increasingly popular to talk and write about the necessity of 
“selling” other company executives and management on the need for good 
forecast and budget programs. Too often this philosophy has been imple- 
mented as a sales job on middle and lower management personnel without 
the all important previous selling of top management. Such an approach may 
prove to be the most difficult method of introducing the program. Indeed, the 
program may be doomed to failure before it can demonstrate its benefits, 
because of the natural reaction of operating personnel to change, additional 
paperwork and procedures that appear to conflict with their primary task of 
“getting the work out.’’ It is certainly the task of the finance function to “‘sell” 
top management (the chief executive) on the need for and benefits of a fore- 
cast and budget program. Once this has been accomplished it is primarily the 
chief executive's job to introduce it to other key personnel as a program 
blessed with the complete backing of top management. 
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with a B.S. degree. He is Past President of the Pomona Valley Chapter. Mr. McMahon 
contributed previously to the N.A.A. Bulletin. 
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When the program has been “sold” to top management, the chief financial 
executive should be delegated the responsibility for designing, installing, 
coordinating and administering it. Depending on the size of the company, the 
function should be set up as a separate group or one-man responsibility, report- 
ing to the chief financial executive, in order to attain the concentration and 
backing required, and avoid conflict with other accounting functions. Except, 
perhaps, in the smallest companies, a commitment to a well-rounded and com- 
plete forecast and budget program will provide more than enough work to 
justify its responsibility as that of at least a single person’s. If personnel are 
properly selected, the cost should be more than offset by the savings effected 
through installation of the program. 

Selection of proper key-personnel to man the development, installation and 
administration of the program is of extreme importance to its successful 
accomplishment. A check list of qualifications may best illustrate the capabilities 
required to optimize the performance of the function. Forecast and budget 
function personnel should have: 

1. Good background in accounting theory and practice and an intimate 


knowledge of the general and cost accounting system detail and 
operation. 


2. An intimate knowledge of company organization and operations. 

3. The ability to immediately recognize the effects of external and in- 
ternal operating occurrences on the current forecast or budget as 
well as above average analytical ability. 

4. The ability to write well and to explain in laymen’s terms, with- 
out dependence on the use of accounting jargon. 

As described, the competence required accords the forecasts and budget function 
the highest level in the entire finance function. 


Coordinating the Subject Matter of Forecasts and Budgets 


The first step should be the analysis of company organization and opera- 
tions. The primary objective of such analysis is the determination and definition 
of logical organization, consistent with the demands of the company’s operations, 
compatible with sound accounting distribution and allocation procedures. Ex- 
amples are intentionally excluded, here, as the finished product should reflect the 
character and idiosyncrasies of the company under study. Any attempt to force 
the company’s operations into an inconsistent organizational structure, merely 
because it is used by some other company, will result in confusion, inefficiency, 
and an abortive forecast and budget program. However, reference may be made 
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to several excellent works on the principles of sound organization structure for 
assistance in determining the unique and proper structure required. 

Upon completing the organization analysis phase, a coding system may be 
devised to numerically identify each level of the organization at which costs are 
to be identified. Proper coding is an absolute necessity where tabulating equip- 
ment will be used as a medium for producing reports. It is important to note 
that only the minimum number of digits required should be used to eliminate 
unnecessary and costly summarization, whether mechanical or manual methods 
are utilized. 

When constructing the coding system, the digits should be assigned by work- 
ing from the general to the specific, that is, from the summary level to the detail. 
A separate digit, or pair, should be assigned to each organizational unit for which 
cost information is desired. For certain major organizational units costs may be 
desired at only one level while within other units they may be desired for several 
levels. A partial example of a comprehensive coding structure would be as 


follows: 

Organizational Unit Code 
General manager's office 01-00-00 
Industrial relations division 02-00-00 
Division manager's office 02-10-00 
Personnel department 02-20-00 
Group insurance section 02-21-00 
Group insurance claims group 02-21-10 
Manufacturing division 14-00-00 
Aircraft manufacturing department 14-30-00 
Assembly section 14-38-00 
Wing assembly group 14-38-29 
Aileron center 14-38-23 


In the example both single digits and pairs are used to identify significant 
levels. In this case identification is as shown on Exhibit 1. 





00-00- 
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The extent of coding may be expanded or contracted to suit the company 
under study but, again, only the minimum number of levels that will serve a 
useful purpose should be assigned. 

Accounting practices and procedures must also be analyzed to determine their 
efficiency and compatibility with operations. While this is especially true of 
the direct cost and expense detail, the balance sheet and nominal accounts should 
not be neglected; they should be examined and redefined, if necessary, to provide 
logical and compact summarization. As with company organization coding, the 
accounts should be numerically identified from the summary to the detail, using 
as few digits as required to accomplish desired identification. 

The cost system should be examined to determine its ability to logically 
collect costs by type of job, product or process, as applicable. Elements of 
cost (labor, material, overhead applied, etc.) should be identified in accordance 
with the relative importance of expenditures. A properly constructed cost system 
coding will expedite the forecasting of direct costs required for projected work 
in process input, finished goods and/or costing of sales. 

Expense accounts, too, should be analyzed to determine their adequacy for 
identifying significant fixed, variable and semi-variable or semi-fixed costs. Con- 
sidering the usual extent of overhead analysis and desired control, it is extremely 
important for these accounts to be properly identified and coded. In view of 
the fact that each significant level of organization, assigned a code to identify its 
costs, will be multiplied by the number of expense accounts it may use, it is 
clear that the expense detail for collection and analytical purposes may grow to 
tremendous proportions if not properly controlled. Accordingly, only significant 
or diverse expenses should warrant separate account coding. To further expedite 
the jobs of forecasting and performance analysis, similar expense accounts may 
be categorized. Such categorization permits true management analysis by ex- 
ception. First, identifying the categories of expense that are significantly at 
variance with the budget and, second, narrowing down to the specific offending 
accounts. 

Expense account coding should be used in conjunction with the organization 
codes. Where separate organization codes have been assigned, it is not neces- 
sary to effect duplication in the expense accounts. If, for example, the expense 
account for supervisory labor is designated as account 01, the distinction between 
the group insurance section and assembly section would be numerically recorded 


as: Organization Expense 
Description Code Account 
Group insurance section—Supervisory labor 02-21-00 01 
Assembly section—Supervisory labor 14-38-00 01 


N.A.A. BULLETIN 





It is clearly unnecessary to issue separate account numbers for the same expense 
item in differently coded organizational units. 

The final step in coordinating the subject matter of forecasts and budgets 
is the examination of accounting distribution and allocation procedures. These, 
too, should be made compatible with the company organization coding system. 
The detail of distribution and allocation should not go beyond the significant 
levels of organization identified for budgetary purposes. If, however, there 
is a specific productive reason for distributing costs to the lower level, it may 
be done and then, when summarizing, eliminated from the performance reports 
issued for the budgeted level. Allocation of expenses of service units to oper- 
ating units or burden centers should be analyzed, determined and fixed in the 
proper sequence. The primary point is to define the allocation procedure to 
ensure consistency of application. 

The foregoi‘ag recommended analysis of the company organization and ac- 
counting system with its objective of defining and coding, is necessary to ensure 
consistency of data recording and, therefore, more meaningful forecasts and 
budgets. If possible, each of the points described should be reduced to writing 
as part of an organization or accounting manual, and distributed in such a man- 
ner as to ensure receipt by those who must work with any part of the program. 
The degree of consistency thus attained will assist in the elimination of ‘system 
created” variances. This, in turn, will eliminate the frustration experienced by 
management and budget analysts who, otherwise, may have to attempt to separate 
variances created by operating conditions from those created by the system. 


Developing Forms and Instructions 


Generally, in a medium to large sized firm the construction of the forecast 
is participated in by many people, the great majority of whom may have little 
or no knowledge of forecasting, budgeting and accounting. In order to eliminate 
individual interpretation concerning the data requested of them, it is highly 
desirable to design and print forms which, if well designed, will save many man- 
hours at the time the material is being summarized. Also, where many forms and 
extensive detail are required, the forms may be coded for processing on tabulat- 
ing equipment. This suggestion may often be used profitably even where tabu- 
lating equipment may not be available in the company; tabulating service centers 
are widely available and will provide their services on an hourly or job basis. 
Forms should be provided for each significant part of the forecast. They should 
include the forms required for the budget function as well as those to be com- 
pleted by other functions of the company. Very often, while forms are provided 
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for other functions, some budget functions rely on summarizing on columnar 
worksheets. Much time may be lost in the repetitive task of writing in standard 
column headings and descriptive detail. Time may be saved, when most needed, 
by providing forms. 

The two basic forms from which all other forms emanate are, of course, the 
projected balance sheet and profit and loss statement. Some other forms that 
may be useful, are: summary of expense categories forecast, projection of cash 
requirements, statement of source and application of funds, projected manpower 
requirements, projected material requirements, project or job forecast, pro- 
jection of capital (fixed asset) requirements, etc. It should be noted that the 
above suggestions are not intended to supply an exhaustive list. Each company 
must determine the forms it can profitably use for constructing and examining 
its forecasts. " 

Forms should also be developed for budget distribution and performance 
reporting. These will be easily determined when a complete set of required fore- 
cast forms has been developed. Because of the natural relationship of fore- 
casting to budgeting, the definition of forms for the former dictates those re- 
quired for the latter. However, it may be determined that greater detail is re- 
quired for construction of the forecast than is necessary for adequate budget dis- 
tribution and reporting. 

Statistical calculation forms should be considered for inclusion in the fore- 
cast form package. Examples of these are forms for calculating average hourly 
wages or average productive work weeks for labor dollar forecasting. The 
average hourly wage calculation form, for instance, would provide for the effect 
of general and merit wage increases and the possible change in “‘mix’’ of labor 
classifications during the period being forecast. The average productive work 
week calculation form may provide for the varying effects of vacations, holidays, 
sick leave and other interrupting influences affecting productive labor hours. 
Each form would, of course, be tailored to include all influencing factors affect- 
ing the company’s wages or hours. The neglect of this detail can result in the 
unnecessary expenditure of valuable time, later, when analysis of budget versus 
actual performance is being conducted. 

Detailed written instructions should be provided to all personnel expected 
to participate in the construction of the forecast. Every form should have its 
accompanying (printed on the reverse side, if possible) instructions which define 
what is required in every column, line and box contained on the form. Nothing 
should be left to the imagination or interpretation of the individual. Again, this 
approach will result in great savings of time by eliminating the need for a multi- 
plicity of questions while the forms are being completed, and rework after the 
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forms are submitted. The instructions should include the sequence in which the 
forms should be prepared. While this may seem obvious to the personnel of the 
forecast and budget function, it may not be so to personnel of other functions. In 
addition, a brief explanation of the purpose of each form should be included to 
ensure understanding of the desired objectives. 


Establishing the List of Assumptions 


The keystone of any individual forecast is the list of ‘assumptions’’ on 
which it is based. Neither the forecast nor the resulting budget is any better than 
the assumptions behind it. Because of the serious ramifications and possible 
compounding effects of erroneous assumptions, great care must be exercised in 
their establishment for a new forecast. No list of fixed assumptions may intel- 
ligently be developed for all companies. Each company must develop its own 
assumptions and these, of course, must be reviewed and amended, as necessary, 
when embarking on each new forecast. Historical data will provide much of the 
material required for establishing many of the assumptions, especially those 
which are mechanical in nature. Other assumptions will, of course, have to be 
provided by judgment and estimate. All assumptions should be recorded to 
ensure their availability for later variance analyses. 

For illustrative purposes only, following is a partial list of items for which 
assumptions must be made, together with some influencing factors: 


Sales—firm vs. potential product mix, C.P.F.F. vs. fixed price, time 
lag between booking the order and the sale, basis for potential sales, 
i.e. sales function estimates versus anticipated manpower growth and 
utilization. 

Profit—by job or product, type of sale, amount attributable to prior 
year adjustments. 

Manpower—anticipated ratio of direct to indirect, anticipated pro- 
ductive utilization of direct manpower versus time charged to overhead. 
Average wage and salary rates—eftect of labor negotiations, merit in- 
creases, general increases, employee turnover, changes in “‘mix”’ of types 
of employees. 

Direct productive hours—effect of vacations, sick leave, holidays, idle 
time, personal business, coffee breaks. 

Overhead—effect of varying absorption policies and rates, disposition 
of over or under-absorption. 

Cash receipts and disbursements—time lag between booking sale and 
receipt of cash, progress payments, time schedule of disbursements by 
type, etc. 
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Setting Up the Time Schedule 


The foregoing material makes obvious the fact that any comprehensive fore- 
cast and budget program involves a substantial amount of time. The extent 
of detail required and the sequence in which it must be handled demands that a 
detailed time schedule be developed to ensure that completion and interim dates 
are met. Generally, the schedule must be kept tight in order to narrow the time 
span between the forecast “kick-off” date and the beginning of the period being 
forecast. Naturally, the lengthening of the span of time between these two 
dates results in less accuracy. 

The time schedule should be highly detailed and be specific regarding due 
dates and responsibilities. Once established, no excuse should be accepted for 
changing the due dates; if the schedule is tight, any slip in schedule will neces- 
sarily have to be made up by some other function later in the schedule. If any 
grace period is to be allowed it should be built into the schedule and not pub- 
licized. Publication of a grace period will inevitably result in its being used 





Executive Bulletin 





To: Division Heads, Department Heads, Bulletin No.: 44 (Rev.) 
Foremen, and Supervisors age lo 
Subject Time Schedule for Budget Preparation Date: April 5, 1960 


and Review 





Supersedes Executive Bulletin No. 44, Dated 4/3/59 
Executive Bulletin No. 44, Supplement 1, Dated 6/16/59 


The attached Budget Time Schedule covers budget forecasts for the third and fourth 
quarters of 1960 and the first quarter of 1961 


The third quarter 1960 forecast will cover all budget requirements, i.e. project, 
manpower, material, expense (including special jobs and rearrangements), and 
capital, for the period of June 1, 1960 through June 30, 1961 


The fourth quarter forecast will consist of a forecast revision of capital and special 
jobs and rearrangements for the nine-month period from October 1, 1960 through 
June 30, 1961 


The first quarter 1961 forecast will again cover all budget requirements for the period 
beginning December 1, 1960 through December 31. 1961 


It is imperative that the due dates listed on the Budget Time Schedule be met and the 
forecast instructions be followed if the company material, budgetary and financial 
programming objectives are to be attained. Deviations from this schedule are to be 
submitted to the Executive Vice President for approval 








Executive Vice President 
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at the earliest opportunity. Top management should issue the schedule in order to 
ensure compliance (Exhibit 2). Any deviation from the schedule that is not 
immediately resolved should be reported to top management so that timely cor- 
rective action may be taken. 

When constructing the schedule the “D" day approach should be used. The 
date that the budgets are to be issued to each budgeted organization should be 
defined. It then serves as the end date from which all other preceding due dates 
are determined. Working backward, each date and responsibility should be de- 
termined for approval meetings, review meetings, data submission, interorgani- 
zation coordination, etc., back to the forecast starting date, as shown on Ex- 


hibit 3. 


Designing Performance Reporting 


A complete forecast and budget program includes statistical and analytical 
reports to top management, and supervisory personnel of budgeted organizational 
units. The primary purpose of these reports is to inform responsible parties of 
their success or failure in meeting budget goals. Accordingly, they should be 
only as detailed as necessary to highlight performance and to indicate areas in 
which corrective action may be needed. All detail which does not serve the 
primary purpose should be eliminated. 

Statistical reports, necessarily, will be the most detailed. These should show, 
for the activity being reported, the budget, actual and variance data for the 
current period and the budget period to date, e.g., six months or one year. 
These reports, together with the forecast assumptions, provide the raw material 
for analysis and analytical reports. 

Analytical reports should concentrate on significant variances, the reasons for 
them, and their effect on budget goals. In addition, they should separate and 
eliminate from primary consideration those variances which are mechanical in 
nature, that is, created by the accounting system or procedures. Significant vari- 
ances attributable to company operations should be highlighted and analyzed, 
until the basic reason is discovered. For example, it may be noted that actual 
labor dollars exceeded the budget. Examination may show the reason to be 
excessive manpower. However, to stop at that point would not get us to the core 
of the problem. Additional investigation may reveal that a customer had an 
urgent reason for stepping up the delivery schedule and this could only be met 
by adding manpower. Nothing is more frustrating than to read the same ma- 
terial in so-called analytical reports that is available in statistical reports. Good 


variance analysis tests the capability of budget analysts and reveals those who 
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are properly qualified. Weakness in this area should be eliminated as rapidly 
as possible through training or replacement as the situation warrants. 

With the forecast and budget program installed and operating, flash reports 
are possible and desirable. These are brief interim reports issued immediately 
after the close of the accounting period in order to communicate key informa- 
tion to management without waiting for the formal statements. Constant analy- 
sis of budget performance permits the estimating of actual performance to attain 
a high degree of accuracy. Flash reporting is based on the concept that ninety- 
percent accuracy on time is better than one-hundred-percent accuracy too late. 
With much of the actual data available at the end of the period, it is possible 
for good analysts to achieve better than ninety-percent accuracy without waiting 
for the formal financial statements. It is submitted that the role of proper flash 
and performance reports is far more important in the effort to maximize profits 
than that of the formal statements. If these reports generate the action required 
to successfully control operations consistent with the budget goals then the 
formal statements will obviously reflect the desired results. 

When designing performance reports, consideration should be given to the 
people who will receive them. The format should conform not to the likes and 
dislikes of budget function personnel but, rather, to those of the executives who 
are expected to absorb and act on the basis of the information provided. Ac- 
cordingly, engineering managers may prefer hours rather than columnar listings 
of labor dollars. These managers should be canvassed to determine their prefer- 
ences and, if possible, they should be satisfied. Finally, statistical “gobbledygook” 
should be avoided when writing analyses. Straightforward and simple state- 
ments of fact will prove to be highly acceptable and appreciated by those who 


receive the reports. 


Conclusion 


As noted earlier, the foregoing material is not necessarily applicable, in its 
entirety, to all companies. Some points may be validly used by one company 
and not by another. It is believed that if the foregoing material is used as no 
more than a check-list, it will assist in the development of a personalized fore- 
cast and budget program 

Careful organizing for forecasts and budgets will prove fruitful by: 

1. Providing management with more accurate and effective informa- 
tion 


2. Saving thousands of manhours, in the long run, in the preparation, 
reporting and analysis of forecasts and budgets. 
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A Case Study in Budgetary 
Planning and Control 


by CARL D. CRANKSHAW 


Q* OF THE MOST DIFFICULT tasks of a manager is to control costs when 

there are large swings in volume of production and sales. The Tapco Group 
of Thompson-Ramo-Wooldridge, Inc., has experienced wide swings in volume 
over the last two years. This situation has resulted in the development of a co- 
ordinated system of budgetary planning and control. 

This article is a case study of the control mechanics of the Tapco Group and, 
prior to its existence, the Jet Division. Primarily, we manufacture jet engine, 
missile and electronic components which are sold to aircraft and missile prime 
contractors. Production varies from extremely high tolerance machinery work 
to assembly work of all types and degrees of complication. 

The Tapco Group is a fairly large operation with approximately 10,000 em- 
ployees. To cope with the large number of problems, our organization was 
decentralized as far as possible, so that decision-making could be accomplished 
at the lowest possible organizational level. This action gave us eight independent 
works. The organization and control mechanics have been tailored to allow for 
maximum decentralization of authority and responsibility. However, account- 
ability for financial planning and cost control has been carefully maintained at 
Group level. Since we are associated with the defense industry, our sales volume 
and products change frequently. We have become accustomed to the fact that 
these product and volume fluctuations are a natural “way of life.’” Our man- 
agement has recognized the limitations imposed by such volume swings on any 
control mechanism, so the system has been designed to highlight the maximum 
number of potential deficiencies—both before and after the fact 

Our budgetary planning and control consists of five separate mechanics. 

Long-range forecasts. Expenditure control program. 
Short-range forecasts. System of budgetary control. 
Cost reduction programs. 
Each of these items is closely interrelated and success has been achieved only 


through their combined use. Let us examine them closely. 


CARL D. CRANKSHAW, Cleveland Chapter, 1957, is Cost and Financial Analyst on the 
Tapco Group Staff of Thompson-Damo-Wooldridge, Inc., Cleveland, Ohio. A graduate 
of Cornell University with a B.A. degree in Economics, Mr. Crankshaw is presently work- 
ing to an M.B.A. degree in Accounting 


NOVEMBER, 1960 53 











‘ , , ; ; —_—_——— 
| | 7 T T Ats0Ud NOIBIAIO 
t } } } { } j 
| | } S218 wEROLEND 


BAOBY GCRIOMION! SSINISNS soarens 


SBUNLIGNSdKS WildvD Wioi 
SANS BeINOSY Benue GBiveiouUNY 





S123/ Oud CBUERIIO 


BULLETIN 


NOLLViNdOUdEY GBAONY ANBUEND 
SBUMLIONSAXS TWildvD 


A 


AWNO ONLLVEREO — ASENS BAVO 


| 

| 

| 

= mae 
; 

| 

; 

| 

| 

| 

{ 

SPIWOANBAM! YwA0d 

— 


N.A 





(ENERO TW) WO/ONY SRIBOLNBAN! UBMLO 
S2IMOLNBAN! ONLVESEO TWidd 











eaeenes 
80008 GBHEINLs 
se2208e- Nr ewOm 
wiaivn ave 
SBIMOLNBANI 


4 | 


; ; ; ; + ; ; + { seonsseahe) OF fRas WOTAK) © 
waaonens 


ANBHLASBAN! BOVERBAY 
(S18ve TWONNY) LNSWLSBANI NO NUNLSY 


EXHIBIT 1 


Sse Pues, Pew eos He He 





ANY War U@RAN! ONW SBLW! iae¥ 
| suamoien> 


LisOed MONBINIO 


—_—— 2 = . - — . SUasENVEL ONY SI IWS Wild 
ANW le @BAN! ONY SBAW! ee¥ 





SUBWOLSND Wids 





221 sSeWw INN 


2 )'SSIN ONY S2/NOw 





ANIMEINOD WWNIDIMO ~ BALOW 





Yn Omo-.4¥ 


| 
| 
: 
| 
| 
| 


ee ee Subsenves ONV S21WS LEN 





—-— + — —- ~ 





TevoL | TevoL ay HOE HOT) SOT a “ai 
I © Ft 210 210 7 21D Tew] 1D + 13D § 0? HO | “1eW “qea uel ne 


| 
| 
j 
961 1941 i 
| | 7" 0961 





a a eat a - 4080 00d Vi : aatereineal "OM — ASV2SBOd DML VEBEO 





Long-Range Forecast 


The long-range forecast is a three-year projection of sales, profits and bal- 
ance sheet items. The detailed background information is compiled by the pro- 
duction planning and sales departments, giving data by part number or com- 
ponent. Exhibits 1 and 2 show the forms recommended for presentation of 
the forecast information. Note the breakdown of periods of time: first quarter 


by month, next year and three-quarters by quarter, and final year annual total 


only. 





TAPCO GROUP 
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Behind this summary form are detailed schedules presenting analyses of the 
forecast in five different areas: 
1. Sales volume in dollars—summarized by customer and also by 
works which will make the part. 


2. Standard direct labor by works—to ascertain broad labor require- 
ments, so that plans can be made to transfer jobs between works, 
establish or consolidate works, etc. 


3. Machine load schedules—to prevent bottleneck operations. 

4. Analysis of the profit of price reductions promised or under nego- 
tiation. 

Schedules examining investments in inventories, receivables and 
other working capital. 


aA 


Short-Range Forecast 


A three-month forecast prepared every month by the production control and 
production planning departments details sales by part number of component. 
Factory floor supervision and production control approve these schedules. In 
effect, they acknowledge the schedule and promise delivery. At this point, it is 
the responsibility of these people to ensure that materials or tooling is available 
when needed. If problems arise, they must notify the interested party so that 
a timely action can be taken to protect our customer relations. 

Through this forecast, each month of the year is forecast three times: 


1. At the end of December we forecast January, February and March. 
2. At the end of January we forecast February, March and April. 
3. At the end of February we forecast March, April and May. 


So we can compare our plans three times and determine reasons for changes 
and the magnitude of any changes between those forecasts. These projections 
are used not only to forecast sales volume but also manpower and profits. Com- 
bining the planning of sales, manpower and profits enables management to take 
effective action before unfavorable situations occur. 


Expenditure Control 


Expenditure control is exercised before the fact. Each of our works has 
designated certain levels of responsibility required to authorize expenditures for 
tools, supplies and personnel (hourly and salaried). Purchase or salary personnel 
requisitions flow through control points in the accounting or industrial engineer- 
ing departments, to ensure that the proper authority has approved the request 
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before the requisition is installed. Therefore, the person who has the “know- 
how”’ is the man who really authorizes the expenditure. Comparisons are made 
monthly to ensure that expenditures do not exceed predetermined allowances. 


System of Budgetary Control 


Annually, we prepare new budgets and standard costs. The budget struc- 
ture is conformed to our organization which is clearly designed as to respon- 
sibility and authority. The systems and procedures of the accounting departments 
are oriented so that costs can be developed according to areas of responsibility, 
and performance reported both by department and responsible individuals at 
higher levels. 

The budgets are constructed in a normal fashion, but there are two principles 
which may be rather unusual. First, budgeted fixed expenses are relatively small 
so the budgets are, consequently, highly variable. With a highly variable budget, 
if the volume falls off, the budget authorization drops almost proportionately. 
Frequently, performance reports based upon these budgets do not have a favor- 
able appearance but, at least, the manager responsible is made aware of the 
profit effect of the volume decrease and given an early warning to do something 
about it if the volume level does not show improvement within a reasonable 
time period. He can make progressive reductions as the volume drops, rather 
than catch up by 10 or 15 percent cutbacks. Secondly, budgets are expected to be 
high-leveled, not necessarily attainable but yet not completely out of reach. The 
new budgets are made tight enough, as compared to the current budgets and 
recent actuals, so there is room left for improvement. For example, the new 
budgets applied against recent months’ actuals show a performance of 90 per- 
cent or lower. The difference, i.e., 10 percent, is the ‘room for improvement.” 
Works management people are encouraged to set high-task budgets for them- 
selves. 

Monthly, we have an operating review meeting at which current operations 
are presented to the top management. The meeting is conducted by the vice 
president and manager of the group. Each of the eight works managers brings 
along two to five of his top people. Staff managers and their people also attend. 
Through the use of graphs, the group manager summarizes the results of ‘the 
previous month and relates the future of the group as he sees it currently. The 
entire meeting takes only i to 114 hours, so only major considerations are dis- 
cussed. More difficult problems are resolved in subsequent smaller sessions. 
Credit is given to a works manager and his staff for a job well done. Com- 
ments on noncontrollable items and allocated expenses are de-emphasized at 
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the meeting because first line supervision is incapable of changing performances 
on these costs. The noncontrollable expenses which represent only 15 percent 
of the total direct labor, manufacturing overhead and production scrap costs, 
are watched on a study basis, while the operating supervisor is guided to those 
expenses on which he can be gainfully employed. Performance to budget for 
the controllable items of expense is shown by charts presented at the meeting, 
one of which is depicted in Exhibit 3. The actual dollars spent are shown in 
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thousands of dollars at the bottom. This shows the rate of change in volume. 
The top portion of the chart shows percentage performance to budget. It can 
be seen that the efficiencies do not move with any consistency. There are peaks 
and valleys. We do not attempt to measure deviations from a known base. Im- 
provement or lack of improvement over a period of several months is the point 
of observation. The specific percentages, as such, are not significant. Trends 
are watched closely—not monthly figures, except as indicators of new trends. 

The chart of accounts has been combined into categories of similar costs 
called major cost items in order to keep the number of items to be watched at 
a reasonable level. For example, twelve indirect labor accounts have been con- 
solidated into one total. Similar action has been taken for supplies, etc. Charts 
have been constructed for each of these categories, for each of the works in the 
group. There are roughly 100 charts of which 30 or 40 selected charts are 
shown each month. Charts are shown on items that are causing trouble or on 
which exceptional performance is being displayed. Management has impressed 
upon their people that these charts are used by the group manager as a measure 
of their performance. 

Another method of portraying performance is through a Budget Efficiency 
Report (Exhibit 4). This report expresses the efficiency by comparing the per- 
formance, by major cost item and works, to budget of the current month, the 
previous three months and the budget year-to-date. We circle the efficiencies 
if the performance in the current month is below the three month average. An 
asterisk is placed in front of the figures if the current performance is below the 
budget year-to-date. The report is reviewed in the operating review meetings 
with emphasis placed on areas of unfavorable performance. The initiative is 
placed in each manager's hands to make sure that his performance improves 
each month. 

Since a large portion of the costs is direct labor, extra care must be taken 
in its measurements and control. In addition, the overhead budgets have standard 
direct labor hours as their volume criteria. Therefore, it is doubly important to 
ascertain that the base is consistent. We have standard routings which are the 
basis of the generation of standard direct labor hours. These routings are sub- 
ject to changes as methods or engineering changes require. 

For reports to floor supervision, we compute performance to these current 
direct labor standards. But labor costs are the result of not only the efforts of 
line supervision, but also enginering and methods personnel. To get an appre- 
ciation of their combined efforts to reduce direct labor costs, we also report per- 
formance against “frozen’’ direct labor standards. Let us explore this point 
further. 
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Note: Circles indicate current Note: Asterisks indicate 
month performance below Budget Efficiency Report currgt month 
three-month average. performance below year 

to-date. 

%Efficiency Works Works { / Works Total 

to Budget A B G 

} 

Direct labor 76 | ] 85 86 
75 { 71 82 
74 73 81 
Indirect labor 92 99 83 
7 } 82 79 
70 ] 80 75 
Overtime «@G) \ 0 27 
(4) ] 0 26 
(6) \ 0 24 
Supplies 0 126 88 
oy) | 4 
G09 113 88 
Maint. of equip. 85 \ 68) 100 
67 (75) 83 
70 (79) g2 
Maint. of tooling 84 72 ( 117 (81) 
80 61 } 98 (83) 
&3 62 85 (76) 
New tooling 112 150 { 200 127 
55 103 144 87 
72 125 126 94 
Scrap *50 53 ) 86 86 
47 24 54 54 
54 48 67 67 
Salary 80 77 108 103 
75 70 94 87 
74 73 97 91 
Total major *A 79 79 99 90 
cost items B 70 67 84 61 
Cc 73 72 83 87 

* Each classification is composed of : A - Current month 

B - Average of most current three months 
C - Budget year to-date 











EXHIBIT 4 


In August or September of each year, a date is selected and the standard 
routings in effect at thet time are frozen. These are the direct labor standards 
that are folded into standard costs. The frozen standards (hours at actual 
volume) are extended daily by the variable budget factors to generate the over- 
head budget allowances. To people other than floor supervision, performance 
is shown against frozen standards. Thus, we have an unchanging base from 
which to measure improvement. By using frozen standard labor as a basis of 
measuring improvement, we encourage line supervisors, engineers and managers 
to work together to reduce labor and overhead costs. 
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The following example will illustrate the principles described. If a depart- 
ment with an overhead rate of $ .50 earns two hours of ‘‘frozen’’ standard labor, 
it will receive a budget allowance of $1.00. If the direct labor standard is re- 
duced to one hour per piece, or if the engineers and supervisors determine how 
to cut overhead costs in half, it will make no difference in the budget authori- 
zation used for the performance reports and operating charts. The department 
will always receive credit for: 

2 hours of standard direct labor 
and for each piece produced 
$100 for overhead 


In this manner, we have an unchanging base from which to measure the trend 
in performance. This program induces the people involved in making the 
product to work together to reduce costs. Motivation—that is, getting people to 
do things—is tremendously important. Instead of worrying about whether a 
budget is right or wrong, our people are looking at actual costs to see what can 
be done about these expenses. 

The works manager and his supervision are informed progressively during 
the month of their performances. Direct and indirect labor efficiencies are com- 
puted and reported daily for each shift and department. Reports are published 
on the other controllable costs (supplies, tool maintenance, etc.) on the seventh 
and fourteenth working days and the end of the month. Departmental reports are 
summarized to totals for each level of responsibility, following the old pyramid 
rule. Each works reports its budget and actual figures to group staff for each 
cut-off date. Thus, progress or slippage is published up and down the manage- 
ment chain twice during the month and once at the month end. 

Budget reports can be “‘just figures’ and, since we are all human, we forget 
and then wonder how we could have spent all that money. So we give the 
supervisor his supply stores or tool requisitions, his scrap tickets and copies of 
invoices charged to him. These refresh his memory. The dollar figures of 
actual costs are not just dollar figures—they become grinding wheels, dies, etc. 
Finally, to assist the supervisor to understand the budget reports, cost control 
personnel provide a liaison between the accounting department and manufactur- 


ing supervision. 


Cost Reduction Programs 


Periodically, a works management team will sit down and organize a cost 
reduction program, usually on a project basis. This type of program allows 
specific items to be pinpointed and permits cost savings to be measured and 


evaluated. 
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Each member of the team is asked to present a cost savings program in his 





particular area of responsibility; the industrial engineer perhaps method im- 
provements that can be accomplished, the factory engineer a process develop- 
ment to explore, the quality control department will have means of reducing 
scrap, etc. These thoughts are collected and placed in writing with a schedule 
of dates of completion and person responsible. The savings are monitored 
through project reports and charts designed to portray the results achieved. 


Conclusion 


Finally, it is essential that all five programs be tied together and coordinated. 
If one of these areas operates ineffectively, the entire system will suffer. 

The final step is the evaluation and analysis of the information received. If 
this operation is not performed completely, the information available is merely 
a mass of detail, and of no value to the management personnel. The key to the 
success of the program is the continuous flow of planning and control, from the 


long-range forecast through to the cost reduction programs. 
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Assisting the Foreman 
Through Manufacturing Budget 


by A. A. COX 


ATHER THAN establishing a fixed budget which requires the evaluation of 
variances depending upon the level of production, we operate with a vari- 
able budget in which the allowances fluctuate. While variable allowances are 
determined in numerous ways throughout the manufacturing industry, such as 
productive man hours, machine hours, and units produced, we feel that the best 
measurement is established on the basis of direct labor. 
Our manufacturing budget consists of a combination of four reports which 


are issued by the accounting department as follows: 


Weekly and Monthly Plant Control Summary. 
Weekly Manufacturing Efficiency Report. 
Weekly Analysis of Departmental Burden. 
Monthly Analysis of Plant Burden. 


Weekly and Monthly Plant Control Summary 


Plant Control Summary (Exhibit 1) reflects: production costs, inventory analy- 
sis, hourly and salaried payroll data, and general production information. 


Production cost analysis shows the standard cost valuation of products trans- 
ferred from production to the shipping room or finished-goods storehouse. The 
percentages shown reflect the component parts of material, labor and burden. 
On a year-to-date basis this may be used as a quick guide to evaluate the effect 
of prospective cost changes in materials or labor. 


Inventory analysis reflects the plant's current inventory position with regard 
to the year-end or opening inventory. The relation of inventories with respect 
to increases or decreases as well as production value is very vital, as variation 
either too high or too low will reflect stagnation or possible shortages. The 
balance between accounts must be maintained according to production conditions 
to avoid excesses which represent unnecessary investment of cash. 





A. A. COX, Toledo Chapter, 1951, is Group Controller for The Electric Autolite Com- 
pany, Toledo, Ohio. He has been employed by the same company for 25 years, as account- 
ant, auditor, analyst and director of manufacturing budgets. Mr. Cox attended Toledo 
University and Ohio State University and has an engineering degree as well as accounting 
training. 
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PLANT CONTROL SUMMARY 
Company or Division Ps Period Ended . 
| PRODUCTION COST ANALYSIS 
Finished Production Cost Period |  % Year to Dote % 
Material —" 7 
Labor | 
| Burden 
it Total | 100.0% 100.0% 
INVENTORY ANALYSIS 
Balance Balance | Increase or (Decrease) J 
| January 1 End of Period Period Year to Date 
Row Material | a J 
Work in Process—Materiol , end 
. Labor | 
Burden T ae 
| Finished Goods r 3 
| Supplies z= ; ae) 
Other Inventories = : | 
| Total Inventories 
HOURLY PAYROLL DATA 
| Period | % I Year to Date % 
| Tool and Die Dept | | 7 
| Construction and Maintenance Dept. | | | } 
Service Personne! 
Overtime & Night Bonus | | T a BRS _] 
Other Non-Productive | 
Total Non-Productive Payroll | | a | 
Direct Labor Produced | 
Total (e) | {100 0% ? 1 100.0% _ 
| Vacation Pay Paid | | J tj J 
Holiday Pay Paid | | | 7 
Retroactive Pay Paid | T (Included in Above) 
Total Hourly Payroll = | 
Number of Man Hours Worked () | ] - 
| Average Rate per Mon Hour (a—b) | 1 | 
Overtime Hours Worked oa | 
Days Worked i | 
Male Femole Period Total Male Female Year to Date Ay 
Number of Employees . 
First Shift Second Shift Third Shift Vacation 
_— SALARIED PAYROLL DATA 
| Represents Only The Portion Charged To Factory Operations) _ —— a 
L Period | Year to Date 
| Non-Productive Labor Incurred i +t a 
| Number of Man Hours Worked | | 
| Number of Employees if | 
GENERAL DATA 
_ Period ~~ Year to Date _| 
*Finished Units Produced ( ) mm ae Lae 
| Units Produced Per Man Hour Worked (Including Private P/R) : ] 
Direct Labor Cost Per Unit ae 4 i aaa 
Non-Productive Labor Cost ler Unit = 
Total Labor (a) Cost Per Unit i a 
| *Equivalent Group | Battery Production q am 
| [ | - m 
_ T — — — 
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Hourly payroll data is a brief summary of the factory payroll paid in the in- 
dicated period. The relationship between the various elements of nonproduc- 
tive payroll and the direct labor is the first indication of plant efficiency. A 
change in the period percentages as compared with the year-to-date indicates 
wage adjustments, change in mix of nonproductive and direct labor and addi- 
tional overtime premium and night bonus, and should therefore be closely 
watched. The number of employees, male and female, by shifts is purely for 
comparative purposes with the general level of production. 

Salaried payroll data is included to acquaint the plant with the total amount 
of salaried help charged to the various nonproductive expenses. While these 
figures remain fairly constant during normal periods, they should not be con- 
sidered uncontrollable and thus neglected. 

The general data section is shown primarily for the purpose of the single unit 
plants, such as batteries, though it may be used to evaluate production costs 


wherever a constant unit can be determined. 


Weekly Manufacturing Efficiency Report 


Weekly Manufacturing Efficiency Report (Exhibit 2) is a condensed sum- 
mary of plant expenses which reflects: 


The combined operation of all productive departments. 
The plant production operation as a whole. 

Other expense items. 

The total plant manufacturing operation. 


hh WwW nN 


The combination of all productive departments reflects the operation of the 
productive departments as compared to the allowable amounts and percentages 
established for the individual departments at the actual level of productive labor 
for the period and year-to-date. The expenses itemized are those for which 
the individual productive foremen are responsible and over which they can ex- 
ercise the major portion of control. The efficiency percentages under this caption 
reflect the combined efforts of the productive foremen. 

To arrive at a comparison of the total productive operations for the plant 
as a whole we add the receiving, stock, shipping and management expenses for 
the same items shown in the productive departments. At this point the per- 
centage will reflect the efficiency and the excess burden expenditure of the entire 
productive operation of the plant without regard to the other items necessary in 
the maintenance of the manufacturing operation. The burden loss is the total 
excess of actual expense over the allowable expense. 
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Company or Division 


WEEKLY 





MANUFACTURING EFFICIENCY REPORT 


Week Ended 








PRODUCTIVE DEPARTMENTS 





Supervision 

Indirect Labor 

Excess Labor 
Reoperation Labor 

Set Up Labor 

Inspection Labor 
Material Handling 
Downtime 

Checkers & Time Clerks 
Supplies Used 

Spoilage & Waste 
Equipment Maintenance 


Allowable 


AMOUNT 
ACTUAL 


Week Year to Date 


% to Direct Labor 


Allow- 
able 


| 
| 
ACTUAL } 
Week To Date } 

4 i | 


; 


4 





TOTAL PRODUCTIVE DEPTS. 





EFFICIENCY 


OTHER DEPARTMENTS 


Receiving & Stock 
Shipping 
Management Expense 





TOTAL SERIES Ili EXPENSE 








BURDEN LOSS 





EFFICIENCY 


OTHER EXPENSE 


02-11 
22 
23 


Other Plant Salaries 
Overtime Premium 

Night Bonus 

Fringe Benefits 
Recharging Batteries 
Utilities Consumed 
Depreciation 

Rent, Light & Heat 
Waste Water Treatment 
Union Representatives’ Wages 
Rearranging & Conversion 
Dies, Molds, & Fixtures 
Engineering Dept 

Other Not Itemized 
Allowable Adjustment 


% % 





TOTAL OTHER EXPENSE 








BURDEN LOSS 





EFFICIENCY 


% To 





TOTAL EXPENSE 








BURDEN LOSS 





PLANT EFFICIENCY 


% | Ja 





DIRECT LABOR 
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Other expense items are condensed to show the plant manager the main head- 
ings which virtually affect his overall operations. The allowable adjustment 
represents the amount of adjustment necessary both in dollars and percentage 
to bring the week’s allowance to the overall standard burden rate established 
for the plant. This normally has no reflection on the plant efficiency but is re- 
quired due to variation of direct labor by department. A comparison of allowed 
and actual expense both by amount and percent is shown for the period and year 
to date. The over-expenditure or burden loss is also shown for the other expense 
section. 

The comparison of efficiencies and burden losses usually indicates the reason 
for the current operating position. For example: high ‘‘other expense’’ loss 
and a low efficiency tend to show reduction in production or direct labor which 
will require curtailment of semi-fixed expense. Conversely, a high “production” 
loss and low efficiency indicate an inefficient production operation, usually 
within the productive departments themselves. A comparison of year-to-date 
and allowable percentages of the same expense will indicate the troublesome 
items. The difference between these two multiplied by the year-to-date direct 
labor will indicate the comparative importance of the excess. 


Weekly Analysis of Departmental Burden 


The Weekly Analysis of Departmental Burden (Exhibit 3) is most important 
of all forms from an expense control standpoint. This is the nucleus of the 
operating budget for it is the tool with which the productive department fore- 
men must work and includes only the items of expense over which they can 
exercise the major portion of control. 

The departmental budget includes columns for the foregoing expenses as to 
allowable amounts, actual weekly amounts and actual year-to-date amounts as 
well as percentages to direct labor on all items. Totals are shown and the 
burden loss for the week and year to date reflected. This is the amount of actual 
expenditure in excess of allowance. The efficiencies for the week and year to 
date are calculated by dividing the allowable total by the actual expenditures in 
each case. 

A provision is made for special analysis of any major item of expense or 
any item which has a significant effect on the departmental efficiency. The 
analysis required is determined by the plant manager to highlight the items he 
may deem necessary, which may change from time to time. Brief comments 
should be included to point out any unusual expenditures which affect the de- 
partmental budget or items which are continually causing excessive burden losses. 
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WEEKLY ANALYSIS OF DEPARTMENTAL BURDEN 








Compony or Division Week Ended Deportment No 
Foreman 
| AMOUNT | % to Direct Labor | 
} { 
ACTUAL Allow- ACTUAL 
Allowable ] i j ] 
Week Year to Date able | Week [To Date! 
+ , oF + + | 


| 
| | 


01 Supervision | | 
} +— +4 + + { 


13 Indirect Labor | 
| + cad + + 

14 Excess Labor 

15 Reoperation Labor 

16 Set-Up Labor 

17 Inspection Labor 

18 Material Handling 

21 Downtime | 

26 Checkers ond Time Clerks 

29 Supplies Used | 

30 Spoilage and Waste 
Repairs and Maintenance 


KI] Machinery and Equipment 


32 Tools, Dies and Molds 


+ + + + + + | 

TOTAL | |_| | | | 
T T 
zz 
+ 


+ +——+ ; 
Burden Loss |_|} 
Efficiency * md) 
Direct Labor | } | i 
SPECIAL ANALYSIS 
is So a a 
; eae 
Comments: 











EXHIBIT 3 
Monthly Analysis of Plant Burden 


The Monthly Analysis of Plant Burden (Exhibit 4) reflects the detailed ex- 
penses, segregated into variable, controllable and fixed. This form is issued as a 
plant summary with all items detailed to show the plant manager the total expense 
involved in running his plant as reflected on the corporation books. The allow- 
able percentages shown are the standards for each expense previously determined 
on a normal potential production. In addition, the burden loss, plant efficiency 
and direct labor are shown. 

A variant of the form is also issued for the productive departments but is less 
detailed, to reflect only the expenses which can be directly charged to the depart- 
ments and the general or management expenses combined and allocated under 
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Compony or Division 


MONTHLY ANALYSIS OF PLANT BURDEN 


Month of 


Department 





VARIABLE EXPENSES 
13 Indirect Labor 
14 Excess Labor 
15 Reoperation Labor 
16 Set-Up Labor 


AMOUNT 
ACTUAL 
Year to Date 
| 
Tt 


Allowable Month 


t 


% to Direct Labor 
ACTUAL 
Month | To Date 


Ailow- 
able 





TOTAL BURDEN 





BURDEN LOSS 


+11 





PLANT EFFICIENCY 
DIRECT LABOR 




















Gnas 








"See Reverse Side for Detoil 


Factory Clerical 

Cost and Estimating Dept. 
Planning Dept. 

Methods Dept. 

Payroll Dept. 

Time Study Dept. 
Employment Dept. 
Purchasing Dept. 
Tabulating Dept. 


a a ee 


St a ee 


ANALYSIS OF OTHER PLANT SALARIES 


| MONTH 
Amount 





YEAR-TO-DATE 


Amount 


— oe aes} 





TOTAL 








ANALYSIS OF OVERTIME PREMIUM—FACTORY P/R 












































MONTH || _YEAR-TO-DATE | 
= = a 
Total Per Series IV eas :& ail _ — 
Tool Room : . = — 
Maintenance Dept. ae a J . a — 
Manufacturing Bldg. i. ee = 
- -” + abe — 
TOTAL 
= : = a —<—— 
ANALYSIS OF SPOILAGE AND WASTE 
| MONTH YEAR-TO-DATE | 
| _ Amount Amount 
Material 7 J = untae 
Labor : = ™ a 2 
Burden _] 
TOTAL 
EXHIBIT 4 
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the three captions of general expense. Allowable percentages may be shown as 
desired by the respective plants. Similar forms are issued for all service cen- 
ters such as tool and die construction and maintenance, manufacturing building, 
hospital, steam generating, etc. They differ from those for productive depart- 
ments in that no direct allocation is made for general expense. 

In addition to serving the plant manager, the productive department fore- 
man and the service department foreman, this series of forms is used by the 
cost estimating department. It is a vital report of actual burden costs which 
permits them to determine true manufacturing costs through the application of 
departmental burden rates. From this, management may evaluate conditions and 


determine the proper sales prices. 


Establishment of Allowances 


As previously stated, we operate on what is commonly called a variable budget 
and, therefore, it is necessary to establish allowances which will vary with the 
trend of production levels. Of the numerous methods used in industry, we feel 
that the most equitable for cost control is the dollar amount of direct labor pro- 
duced at a given standard and for a predetermined normal capacity, depart- 
mentally and plant-wide. In order to maintain this relationship between direct 
labor and expense this must be expressed as a ratio. Normally, allowances are 
established once a year, taking into consideration past experience, anticipated 
changes, reasonably expected performance, and economical capacities. This does 
not mean that the allowance percentages are permanently fixed, but rather they 
should be revised for any major change in production methods or manufacturing 
conditions. 

All allowances established should represent the best thinking of the foreman, 
production manager and plant accountant as to the most realistic goal of eco- 
nomical operation for each department and each expense. Numerous methods 
are employed in arriving at allowances but in no case should they be finalized 
until mutually agreed upon. As a representative procedure, we are outlining the 
following method which is used in several plants. First, the plant accountant 
discusses with the plant manager or production manager the estimate of the 
coming year's business, the normal capacities of each department, past experi- 
ence and expected changes in products or models which affect operations. With 
this information and general knowledge of the plant, he breaks down the direct 
labor by departments and establishes tentative allowances primarily based on past 
performance and expected efficiency. 

At this point, the foreman is brought into the picture and each item of ex- 
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pense in each department evaluated. The anticipated direct labor should be 
broken down as the number of hours and employees, hourly rates, mix of prod- 
ucts, etc. From this, direct comparison must be made with each expense. As an 
example, let us consider the first item, supervision. Complete cognizance should 
be given to the condition and amount of salaried supervision, number of em- 
ployees supervised, number of shifts required, etc. As we are operating with 
dollar costs, the variation in rates between expenses and direct labor must be 
properly considered in establishing rates. In other words, the amount of the 
estimated expense must be considered in making comparisons with the antici- 
pated direct labor. Each expense item should be reviewed in the same manner 
and evaluated as to its nature and the effects of variation in types of production; 
in the case of set-up labor, for example, length of production runs and tool life 
should be a major factor. It is also recommended that in reviewing the main- 
tenance items, the foremen of the respective service departments be consulted 
as to their appraisal of the expense to be absorbed. 

The allowance percentage to direct labor should then be established by the 
foreman and the plant accountant on the basis of the most economical per- 
formance attainable. The allowances should vary depending on the amount of 
direct control the foreman can exercise, and the nature of the expense itself. 
As examples, salaried supervision should be considered nearly a constant amount 
at the predetermined level of production and, therefore, practically covered by 
the allowance; however, excess labor and downtime, which are complete losses, 
should be covered only to the extent that they may no longer be reduced. While 
the individual allowances will vary as to the possibility of 100-percent perform- 
ance, the overall allowance should be such that a reasonable performance is at- 
tainable and yet allows a goal for achievement. After the departmental allow- 
ances have been tentatively set, they should be reviewed with the production or 
plant manager. In this manner we gain the advantage of the overall view of the 
productive operation and, at the same time, reconcile any disagreements as to 
individual allowances. 

To this nucleus of departmental allowances, the plant accountant will add 
those of a general nature such as receiving, shipping, management and mis- 
cellaneous which reflect the overall plant operations and are shown on the plant 
control summary and efficiency reports. Here again, an agreement must be 
reached with the plant manager as to the individual expense items as well as 
the overall allowance. This must be a realistic appraisal of the plant's potential 
capacity and ability to produce at a reasonable efficiency. 

When the allowances are set to the satisfaction of the plant manager they 
are sent to the budget department for review and, if reasonable, approved by 
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the controller's office for use in the following year. All allowances thus ap- 
proved become the overhead rate to be applied to direct labor and a component 
of the standard used in evaluating inventories and cost of sales. 

The establishment of accurate allowances is extremely important for upon 
these basic conditions hinge many managerial decisions which vitally affect 
the plant's operations. They become the basis of determining selling prices for 
all products manufactured, and may easily cause the acceptance or rejection of 
business as well as affect the decision to manufacture parts or purchase them 


from an outside vendor. 


Budgetary Control 


From the foregoing, it is easily seen that it is the foreman’s responsibility to 
exercise cost control of his departmental operations measured by the weekly 
analysis of departmental burden. Included are only the items of expense over 
which he may exert the major part of control, namely, departmental labor, sup- 
plies used, spoilage and waste, and repairs and maintenance. As he was jointly 
responsible for the setting of allowances, the budget should equitably measure 
his efforts in operating his department efficiently and economically. 

To assist the foremen in the task, numerous additional reports and analyses 
are prepared, depending upon the individual departments and plants. As a 
minimum, a daily or detailed analysis should be maintained on the six major 


classes of expense. 


Nonproductive labor. A daily breakdown of hours or employees is used in 
some plants to assist the foreman in control of departmental labor. In some 
instances, the budget is broken down into hours or employees and a graduated 
chart made which evaluates handling, set-up, reoperations, etc., for various levels 
of direct labor. Through the use of this form the foremen can properly man 
his department merely by counting ‘‘noses’” in each nonproductive class and 
comparing them with the productive count. Other plants make daily labor dis- 
tributions which are furnished the foremen the following day. From this each 
one may determine his previous excesses and make the necessary adjustments to 


keep his labor cost in line. 


Supplies used. Several methods are used to control supply usage other than 
the usual safeguards of storerooms, requisitions and proper authorization. These 
may include: pricing of requisitions and returning to the foreman, daily sum- 
maries by classes or codes of supplies and even detail priced summaries daily 
or weekly. Preferably in most plants, a daily listing of supplies used is made 


as well as a weekly priced summary of all supplies used. 
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Spoilage and waste. As in the case of supplies used, this expense is handled 
according to the individual needs of each plant. Individual scrap tickets written 
on each item, showing last operation and cause of reject, should be signed by 
the foreman of the department charged. In addition to this, daily summaries 
or lists are made, showing each foreman the spoilage his operations were re- 
sponsible for on the previous day so that immediate steps can be taken to correct 
the deficiencies. These daily reports or their equivalents should be processed and 
the total amount of spoilage shown on the budget detailed and analyzed weekly. 


Repairs and maintenance. One of the major problems of a departmental fore- 
man exists within this classification. Adequate control must be exercised in re- 
gard to charges from the various service departments. It is recommended that 
the work request form used in many plants become the authorization from the 
departmental foreman to have minor repair jobs performed. In addition to this, 
more costly projects should be controlled by internal work orders issued by the 
methods department. In any event, some form of daily reporting as to the 
maintenance hours chargeable against the productive departments should be 
maintained. This may be a simple listing of hours taken directly from the time 
cards or elaborate tabulations of jobs, hours, costs, etc., depending upon the 
individual needs. 

Excess labor. In discussing the reporting of nonproductive labor costs this 
item was not mentioned; however, it is one of the most important expenses 
affecting departmental efficiency. In order to properly control this, the fore- 
man must be thoroughly acquainted with its content, methods of its evaluation 
and its causes. 

Purchases from outside workers. In addition to the items enumerated in the 
foregoing, are charges for supplies or maintenance over which the departmental 
foreman cannot exercise the desired control by weeks but which are the result 
of requisitions or purchases instituted at his request and, therefore, the prime 
control rests within his hands. As a general rule, direct charges of this nature 
are not sufficient to upset or distort the departmental performance but, if such 
should be the case, only for the individual period in which they are recorded. 
Any major items affecting efficiency should be noted in the comment section. 

Monthly analysis of plant burden also serves the foreman by reflecting as near 
as possible the overall actual cost of running his department. While the addi- 
tional items not reflected on the weekly analysis of departmental burden forms 
cannot be considered wholly controllable, they should not be neglected in the 
effort to reduce burden expense. Several examples of this nature can be illus- 


trated. 
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Fringe benefits. The foreman should always be aware of the fact that in addi- 
tion to the employees’ normal rate of pay approximately one-third must be added 
to cover these costs and that any labor excess carries this additional penalty. 


Overtime and night bonus. While these items are not always within the 
realm of departmental control, they are in a large measure the result of condi- 
tions previously created by departmental operation. The realization that failure 
to meet production requirements may ultimately result in additional penalties 
through the premium pay can be a factor in the control of these costs. 


Utilities consumed. Considered together under this caption are power, gas, 
air, water and steam. While these expenses are taken pretty much for granted 
and considered a necessary evil, they are not beyond the realm of cost control. 
Excessive power surges, continually running water, leaky steam valves and ab- 
normal gas usage are items which add to the overall plant expense and thus 
increase the departmental costs. Regardless of how insignificant such an item may 
seem, the cost-conscious foreman will attempt to reduce or eliminate it. 


Depreciation. Probably one item the average foreman gives little or no thought 
is depreciation. However, he should realize that every piece of machinery or 
equipment he adds to his department will increase his cost. By the same token 
he is penalized by any idle or partly utilized machine not transferred from the 
department. Under our present depreciation policy this can result in as much 
as 11/, percent of the machine's valuation in one month. 


Conclusion 


Armed with the proper information, the departmental foreman should have 
little difficulty in determining the basic factors affecting the efficiency of his 
operations and, through proper analysis, the conditions to be corrected. 

Through this understanding of the manufacturing budget comes the realiza- 
tion that, though he may not be in absolute and direct control of all expenses, 
he does exercise the major portion of control over his department and that he, as 


a member of management, is responsible for all expenses. 
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Machine Accounting Tabulations 
for Budgetary Planning 


by JOSEPH M. PALECEK 


HE DEVELOPMENT of machine accounting methods has replaced manual ac- 

counting procedures extensively in many areas. Recently. budgetary plan- 
ning has acceded to the same attractions of mechanical processes for the re- 
finement and extension of budgetary control. This paper describes a practical 
approach developed by one division of a multiplant industrial company for the 
correlation of the sales forecast and plant budgets in developing costs of sales 
for financial statements through the use of tabulating equipment. The Inorganic 
Chemicals Division of our company manufactures and distributes to customers 
and other divisions of the company an integrated line of industrial chemicals 
from fourteen domestic plants. All the products are classified into product 
groups on the basis of their chemical characteristics. Products from more than 


one product group may be manufactured in a single plant. 


The Sales Forecast 


The first step in budgetary planning is the preparation of the sales forecast. 
A sound foundation is provided for the entire budget structure if the sales fore- 
cast is realistic and set at an attainable level. Otherwise, the entire budget 
program will be a labor in vain. The forecast of sales should be based on an 
analysis of past experience and current market prospects. A sound forecast of 
sales provides an important contribution to the planning required to coordinate 
the complex activities of a modern business. The expedient of getting the sales 
people to sit down and plan next year's activities may be a vital element of con- 
trol in itself. 

Our annual sales forecast by products coincides with the calendar year. Plan- 
ning for the annual sales forecast starts early in the year; next year’s sales fore- 
cast is scheduled to be ready for review the last week in August of the current 
year. This schedule presents some difficulties for our sales people, since many 
of our customer sales contracts for the next year are not actually consummated 
until several months later. In such circumstances it is necessary to estimate the 
customers’ demands, based on our knowledge of the markets and adjusted to the 





JOSEPH M. PALECEK, St. Louis Chapter, 1953, is Assistant Plant Accountant of the Car- 
ondelet Plant, Monsanto Chemical Company, St. Louis, Missouri. He is a graduate of 
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economic level of activity anticipated. The firm forecast of sales is furnished 
to the plants by the second week of September. It is then modified by the plants 
tory position of each product at the end of the 


to reflect the anticipated inven 
current year. 


For each product the sales department is provided a pre-punched card (Ex- 
hibit 1) which, when interpreted, shows the following information: 


Product (description) 
Manufacturing plant 
Product code 

Product grade 

Sales analysis code 


Product group code 

Classification of the sale 

Method of packing—whether the ma- 
terial is shipped in bulk or packed 


in containers 
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Forecast date, forecast quantity (in thousands of pounds) and net sales price 
(per thousand pounds) are then inserted on the tabulating card by the sales fore- 
caster. After this information has been reviewed and approved by the sales 
department management, the‘tabulating cards are delivered to the accounting 
department for key-punching and preparation of the tabulated sales forecast 
(Exhibit 2). 

The tabulated sales forecast lists by months the quantities, net sales prices 
and the extensions of the quantities multiplied by the net sales prices for each 
product and provides quarterly totals for the current month section. The year- 
to-date section of this tabulation summarizes the current month information on a 
year-to-date basis. Individual summaries are then prepared for each product 
group with a summary grand total of all product groups. 


Plant Budgets 


After the sales forecast has been reviewed and accepted by the budget com- 
mittee and top management, it is forwarded to the producing plants to be used 
as the basis for the preparation of the plant budgets for the next year. On the 
basis of the forecast sales quantities adjusted for inventory levels, the plant ac- 
counting departments and the plant production supervisors jointly prepare an 
Estimate of Cost (Exhibit 3) for each production and utility department. 

The estimates of cost are prepared on the basis of quarterly totals rather than 
monthly totals since past performance has indicated the monthly variations are 
not significant while the variations for the three-month periods are large enough 
to justify quarterly totals. The use of quarterly totals also has the effect of 
reducing the volume of paperwork required in the preparation of the budget. 
The estimate of cost is the actual production department budget and, when gath- 
ered for all departments, it is the basis of the plant budget. It is also correlated 
with the ,production cost standards already established for each product. 

The estimate of cost divides the total manufacturing cost of a product into 
three basic categories: raw materials, direct conversion expense and indirect 
conversion expense, and is prepared to reflect the expected actual costs as they 
vary from one quarter to another. A section is provided for pertinent informa- 
tion and statistical data on material and labor used in the actual calculations of 
costs. 

The estimated quantities of raw materials and utilities required to produce 
finished goods are inserted in the raw materials and services section of the esti- 
mate of cost. The quantities shown reflect adjustments for forecast changes in 
manufacturing techniques or for improvements in yield which might result from 
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tion contains the extensions of the raw material quantities by the in-stock unit 
prices. The utilities extensions are shown in the direct conversion expense sec- 
tion. The direct conversion expenses are based on the expected actual perform- 
ance of the forecast level of operations. Indirect conversion expenses represent 
depreciation, insurance and taxes, and allocated portion of the controllable fac- 
tory indirect expenses (the fixed service department expense). Packing and ship- 
ping are included on the basic form although these sections are used only by 





process modification or substitution of raw materials. The ‘materials only” sec- 


those departments which have such elements of cost in their production. 


Production Cost Standards 


The plant accounting departments prepare with the plant supervisors for each 
product a Production Cost Standard (Exhibit 4), which is a combination of 
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predetermined cost standard and variable budget. Four levels of operation are 
calculated in order to obtain a variable budget: capacity (maximum or standard) 
level, minimum, and two other anticipated levels of production. The theory 
behind the variable budget is that actual departmental volumes are too change- 
able to be reasonably represented by an annual calculation evenly divided into 
twelve monthly periods. The production cost standards are used both to estab- 
lish a norm for operations and to provide a basis for the valuation of goods-in- 


process and finished-goods inventories. The production cost standards are re- 
viewed and revised each quarter to anticipate any changes which are expected 
to occur during the next three months. 


Profit and Loss Statements 


Plant budgets, containing the fixed service department budgets in addition 
to the estimate of costs for each production and utility department, are forwarded 
by each plant, along with appropriate explanations, to the budgetary control 
section of the division accounting department. The budgetary control section 
correlates the sales forecast, the plant budget information and the plant pro- 
duction standards through the use of a tabulating card (Exhibit 5). The data 
shown at the top of the tabulating card is reproduced from the sales forecast 
card (Exhibit 1). The following information is entered on the tabulating card: 
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EXHIBIT 5 
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Detail 


Sales quantity 
Bulk standard cost 


Bulk cost at plant budget unit 


Plant budget packing unit 
Plant budget shipping unit 
Interdivision profit paid 


After the above information has been entered, the cards are forwarded to 
the tabulating department for key-punching and the preparation of the cost of 
sales tabulation. The cost of sales tabulation, prepared on an I.B.M. 604 com- 
puter, provides the following ten-column information on each product for which 


a quantity was forecast: 
1. Month 

. Quantity 

. Net sales amount 


wm Rh Ww N 


The following information is derived from the summary of the cost of sales 
tabulation by products for use in our forecast profit and loss statements: 


Item 


Net sales 

Bulk cost at standard 

Packing cost 

Shipping cost 

Manufacturing expense 
charged to income 

Gross profit 


The manufacturing expense charged to income is the cost of actual operations 
over or short of standard and is attributable to the difference in the level of 


operations, as forecast, and the 


flected in the production cost standard for that department. 


Accomplishments Derived from the Program 


Many benefits are derived from this entire program which, while not specifi- 
cally traceable to our tabulating program, are well worth noting. Since the 


NOVEMBER, 1960 


. Standard bulk cost amount 
. Budget bulk cost amount 


Source of Data 


Sales forecast 

Production cost standard 

Plant estimate of cost 

Plant estimate of cost 

Plant estimate of cost 

Analysis of interdivision products 
consumed 


. Packing expense amount 

7. Shipping expense amount 

8. Interdivision profit paid 

9. Total of Columns 4 to 7 

10. Gross profit Column 3 minus 9 


Column of cost 


of sales 
tabulation Remarks 
3 
4 
6 
7 
(Loss variation if black, 
5 minus 4 gain variation if red) 


capacity of the producing departments, as re- 
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budgets are prepared by unit of accountability which is consistent at all plants, 
management is enabled to make uniform comparisons between plants. Out-of- 
line costs can be discovered and eliminated. Pricing of inventories is simplified 
and standardized with corresponding easing of accounting routines. Cost esti- 
mates are available and accurate. The variable concept of the budget has resulted 
in the whole-hearted support and cooperation of the operating supervisors be- 


cause of the allowances for variations in volume that are inevitable during the 
annual production cycle. The entire organization has become more budget- 
minded and, therefore, company-minded because budgeting encompasses all view- 
points. 

There are secondary but valuable uses of the tabulating cards created in our 
operation. The cards used for the sales forecast and cost of sales detail may be 
used as input units for an I.B.M. 702 computer for a monthly program of compar- 
ing actual to forecast sales amounts, quantities and costs with the objective of as- 
certaining reasons for variations in gross profit. The causes of these differences 
are expressed in amounts of fluctuations in sales volume, selling price and cost 
for each product. 

The forecast sales tabulating cards may be used for a variety of statistical 
tabulations of the forecast sales. Tabulations of the forecast products may be 
produced to determine the total sales of a product manufactured at several dif- 
ferent plants, the total sales by type of sale, total sales by plants, and many other 
combinations. 

The use of machine accounting is a practical solution of the problem of fore- 
casting sales and cost of sales. However, it should not be inferred that the 
use of electronic and tabulating equipment is a panacea for any of the ills usually 
associated with establishing a good budget, for, as in budgets not mechanized, 
the importance of forecasting accurately the expected sales volume must be 
emphasized as this is the key to all other forecasts and estimates. On the other 
hand, responsibility and the backing of management are just as necessary as 
they are to the budget without mechanization. But where these essentials are 
present, it is quite practicable to achieve the tabulating, recapping and extend- 
ing of primary budget statistics through the use of tabulating equipment to obtain 
availability and flexibility not easily accomplished through any other method. 
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Profit and Loss Budget by Volume 
by FELIX E. BARIDON 


A PROFIT AND LOSS BUDGET must be first related to costs and the operating 
~™ budget that goes with it. An operating budget that reflects volume, however, 
should be an activity budget which establishes costs at various levels of capacity. 

Capacity is not necessarily based on machine hours but rather on the balanced 
production labor hours, including bench work, that will maintain an uniform 
flow of products through the plant. Activity requirements can be established 
for various levels of capacity starting with a forty-hour week as 100 percent. 
Additional budgets at 50 percent, 150 percent and, perhaps, 200 percent should 
be sufficient, as intermediate values can be prorated, because the variability of 
each budgeted expense will be established. The end results of such a budget 
might be as shown on Exhibit 1. 

This is, of course, an input budget in which the current month's budget al- 
lowances are determined by the month’s activity level. That is, if the direct 
productive labor hours are 22,500, the activity level is 125 percent and all ex- 
pense allowances are midway between the 100 percent and 150 percent values, 
each varying in its own cycle. As can be seen from the percent variation from 


100 percent, there is a varying amount of lag in the rate of increase or decrease. 


Profit and Loss Budget 


The above expense figures are the bulk of costs, so that in building a profit 
and loss budget on this base, it is necessary to calculate what shipments and 
material cost should be at the various levels. Shipments involve prices and the 
pricing policy from an over-all point of view. In other words, what is the aver- 
age override on manufacturing costs management aims at or hopes for? This 
must take care of general, administrative and selling expenses, plus a certain 
percentage for profit on sales. Using the 100-percent level as the base, a profit 
and loss budget might be constructed as in Exhibit 2. 

In order to reach a 15-percent profit on sales at the 100-percent level, it would 
be necessary to load gross costs 45 percent. This then establishes the anticipated 
gross shipments, 

This tabulation will show management what to expect at various levels of 





FELIX E. BARIDON was Secretary-Treasurer-Director of the Barden Corporation when he 
retired. Earlier, he held various positions in accounting, industrial research, investment 
analysis and statistics. Mr. Baridon has previously contributed to the Bulletin. 
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OPERATING BUDGET 
er Mo. 
50% (#100 100 150 100 
1. Direct Prod. Labor Hrs 9,000/50.0 18,000 27 ,000(150) 
2. Total Mfg. Empls. 181(60.8 298 425 142) 
3. Total Co. Enpls. 207 (62.5) 331 463 (140) 
4, Direct Prod. Labor $ 15,000(52.2) 29, 300 43,800(147 
5. Direct Insp. Labor $ 6,200(51.8) 12.000 17,800(148 
6. Total Dir. Labor $ 21,200(51.3) 41, 300 61 ,600(149) 
Fa tory Expense 
7 Salaries and Wages 40,9 (7 3.4) 88 ,825(170 
8. Control. Dept. Exp. 13,695(55.8) 42,425(173 
9. Jontrol. Gen. Exp. 3, ¢ 69.5 7,550(14 
10. Taxes, Ins. & Fixed 17,4 1.7) 29,700(14¢ 
ll. Factory Burden 75,700(73. 3) P 168 , 50¢ (1 
12 Burden Rate (ll 6) 3572 250% 232 206% 
G. & A. & S. Exe 
13. Salaries & Wages 15,700(R4.0) 18,700 21,000/112) 24, 300(130 
) lal 7 + c cc + ia . = 
14 Control. Dept. Exp 1,495(54.2) 1,775 2,175(222) 2, 360(133 
15 sontrol. Gen. Exp. 7,505( 5) 10,475 12,225(117 14,015(134 
16. Taxes, Ins. & Fixed 3, 300(60.5) 5,450 7,000{i28 8, 325(152 
17. Total G. & A. & S. 28,300(77.8) 36,400 42,400(117)  49,000(135 
Note: controllabl> General Expense - Empleyee Relations, 
Heat, Light & Pewer, Communications, Fees, etc. 
Fixed Expense - Rent, Interest, Depreciation, etc. 














EXHIBIT 1 


activity, assuming that the prices remain stable, that expense budgets are ad- 
hered to, and that costs are maintained. The effect on profit of any deviations, 
such as a price rise or cut, or cost rise, etc., can be predetermined from this 
tabulation. 

In order to determine whether the current month’s profit and loss was good, 
bad or indifferent, the current output level should be approximated by dividing 
the gross cost of sales by the cost of sales at the 100 percent or 162.6 (Line 7). 
If the ratio is 125 percent, then the profit for the month should have been one- 
half the difference between 34.0 and 75.7 (Line 12) or 54.85. This ratio is 
generally better than using gross shipments as the latter total is affected too much 
by price deviations and product mix. Any deviation from the anticipated profit 
should be analyzed to determine the source. 
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PROFIT AND LOSS BUDGET 
(000) Per Mo. 
(Actual Burden) 
30% 100% 150% 200% 
1. Gross Shipments 118.0 236.0 254.0 472.0 
2. Returns 4.5 9.0 sae 15.0 
3. Net Sales Shipmerts 113.5 227.0 340.5 454.0 
Cost-of-Sales 
4, Material (Per Dir. Lab. Hr.) 9.0 18.0 27.0 36.0 
5. Direct Labor (Oper. Bud.) 21.2 41.3 61.6 81.0 
6. Burden (Oper. Bud.) 75.7 103.3 142.8 168.5 
7 Gross Cost-of-Sales 105.9 162.6 231.4 285.5 
8. Cost-of-Sales Returns 3.0 6.0 “9.0 12.0 
. Net Cost-of-Sales 102.9 156.6 222.4 273.5 
10. Factory Prefit (3-9) 10.6 70.4 118.1 180.5 
1l. Gen., Adm. & Sell. (Budget) 28.3 36.4 42.4 49.0 
12. Operating Profit (10-11 (17.7 34.0 75.7 131.5 
13. Profit On Sales (12-3) (15.6)% 15.0% 22. 2% 29.0% 
EXHIBIT 2 


Management can also see that, if there should be a splurge in activity with 
resultant lower costs and increases in profit, any decrease in prices should be 
viewed with caution if the increase in activity is only temporary. There is also 
a very distinct effect on inventories at the higher levels, as costs become lower. 
That is, the ratio of inventories to sales on the high side should be less, and the 
reverse at levels below 100 percent. 


Fixed Burden 


It will be noted that there was a considerable variation in the burden rate 
(Line 12) in the operating budget which is largely the cause of the changes in 
the value of the inventory. Using the 100-percent level as the base and apply- 
ing the burden rate shown on Line 12 to costs tends to stabilize costs and in- 
ventories. If these costs are then used for establishing prices, sales will also 
be stabilized at the various levels of activity. The difference between actual bur- 
den and burden applied can be disposed of as over- or under-absorbed burden. 
A profit and loss budget using a fixed burden rate would deviate from the above 
in the manner displayed on Exhibit 3. 

With stabilized costs, inventory needs can also be budgeted except that at 
the 50-percent level some of the under-absorbed may have to be taken into 
inventory. It must be remembered, of course, that the over- or under-absorbed 
will come from the input side, that is, the operating budget. This may not be 
at the same activity level as the sales shipments or output side. 
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PROFIT AND LOSS BUDGET 
(000) Per Mo 
(Fixed Burden) 
50% 100% 150% 200% 
1. Gross Shipments 118.0 236.0 354.0 472.0 
2. Returns 4.5 9.0 13.5 18.0 
3. Net Sales Shipments 113.5 227.0 340.5 454.0 
Cost-of-Sale: 
Material (Per Dir. Lab. Hr.) 9.0 18.0 27.0 36.0 
5 irect Labor (Ope: id. ) 21.2 41.3 61.6 81.0 
Burden (250%) 53.0 103.3 154.¢ 202.5 
7 Gross Cost-of-Sales 83.2 162.6 242.6 319.5 
ost-of-Sales Returns _ 2.6 6.0 __9.0 12.0 
}, Net Cost-of-Sales 80.2 156.6 233.6 307.5 
Factory Profit (3-9) 33.3 70.4 ( > 146.5 
1. Gen., Adm. & Sell. (Budget) 3.3 26. 4 i 49.0 
Operating Profit (10-11 5. 4.0 64 97.5 
Over(under) Absorbed Burden (22,7) .0 11.2 34. ¢ 
Net Operating Profit (124i3)(17.7) 34.0 75.7 131 
. Inventory-4 Turns (3 x L7) 250.C 487.8 727.8 958.5 























EXHIBIT 3 


In comparing actual profit and loss with these forecasts, the reason for the 


differences can be anaiyzed: 
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Sales. The reason for an increase or decrease in the sales volume may 
be due to the product mix where individual prices were not set at the 
anticipated 15-percent margin, or returns may be high or low. 


Cost of sales. Actual cost of sales may be high or low, compared to 
the anticipated. The difference reflects the efficiency or lack of efficiency 

in the manufacturing operation. The deviation from standard costs 

should indicate the amount. 


General, administrative and selling expense. The variation from ' 

budget will account for the differences in these periods costs. ) 

Operating profit. The above variations will indicate the source and 

amount of the deviation from the anticipated operating profit. 

Over- or under-absorbed. Deviations here will come from the input 

side at the amount by which the production department exceeded or 

bettered its operating budget. : 
N.A.A. BULLETIN . ; 
























































PROFIT AND LOSS BUDGET 
(000) Per Mo. 
(Revised Burden and Prices) 
50% 100% 150% 200% 
1. Gross Shipments 108.0 216.0 325.0 432.0 
2. Returns 4,2 8.5 12.7 17.0 
3. Net Sales Shipments 103.8 207.5 312.3 415.0 
Cost-of-Sales 
4, Material 9.0 18.0 27.0 36.0 
5. Direct Labor 21.2 2 61.6 81.0 
6. Burden (2324) 49.2 95. 142.8 187.9 
7. Gross Cost-of-Sales 79.4 155.1 231.4 304.9 
8. Cost-of-Sales Returns 2.8 5.7 8.6 11.4 
9. Net Cost-of-Sales 76.6 149.4 222.8 293.5 
10. Factory Profit (3-9) 27.2 58.1 89.5 121.5 
1l. Gen., Adm. & Sell. 28.3 _ 36.4 42,4 49.0 
12. Operating Profit (10-11) f 21.7 47.1 72.5 
13. Over{under) Absorbed Burden 26.5 ( 7.5) .O 19.4 
14. Net Operating Profit (12413) (27.8 14.2 47.1 81.9 
15. Profit on Sales (1443) 26.6)% 6.84 15.0% 19.7% 
16. Inventory-4 Turns (3 x L7) 238.2 465.3 694.2 914.7 
EXHIBIT 4 


This approach is not only an effort to pre-determine results but a means 
of ascertaining where, by how much and why various components of profits 


were or were not attained. 


Standard Costs 


In the above examples, the assumption was that standard costs would be com- 
puted at the 100-percent activity level using the 250-percent burden rate. This 
represents the potential of the plant on a full-time basis, and foretells the extra 
bonus in profits if the activity rate is higher, everything else being equal. 

If it is thought advisable when the plant is running consistently at, say, 150 
percent, whether from overtime work or an additional shift, to reduce the 
absorbed rate in standard costs to the going rate of 232 percent shown in the 
operating budget and establish prices correspondingly to produce 15 percent 
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1 
2 
3. Total Costs 
4 
3 


- Gain (Loss) 


EXPENSE VARIABILITY (000) 





_50% 100% 





Net Cost-of-Sales (line 9) 102.9 156.6 
. Gen., Adm, & Sell. (line 11) 28.3 36.4 


150% 200% 


222.4 273.5 
42,4 49.0 





131.2 193.0 


. Direct @ of 193 96.5 193.0 
(4-3) (34.7) -O 


264.8 322.5 
289.5 386.0 


24.7 63.5 








EXHIBIT 5 
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profit on sales at that level, then the figures affected in the profit and loss 
budget (fixed burden) should be adjusted accordingly (Exhibit 4). 

This will change results considerably and show how dangerous this can be 
if activity fell off suddenly. Price changes, particularly on the up side, are not 
flexible enough to protect profits when a drop in business occars. 


Break-Even 


Break-even charts based on mathematical formulas and estimated fixed ex- 
penses are apt to be quite theoretical. Profit and loss budgets, using actual 
burden, show just what proportion of costs are not flexible. Taking the cost at 
the 100-percent level as the base, the expense variability can be computed as on 
Exhibit 5. 

If activity dropped from 100 percent to 50 percent, then profits are seriously 
decreased by the rigidity of certain costs, totalling $34,700. Conversely, this 
rigidity results in a considerable gain as activity is increased. 

It is apparent from the above budgets that the break-even point will be some- 
where between the 50-percent and 100-percent level as profits stand at (17.7) 
and 34 respectively. Mathematically, the zero point would be at the 67-percent 
level with sales at $154,000 per month. By merely plotting the values in the 
budget, this point becomes established and also the extra profits at the higher 
levels are recorded. This is brought out in the chart shown on Exhibit 6. 


Summary 


Management is very often uncertain of the effect of volume on results. The 
above data will help to guide them by showing what the theoretical potentials 
are. Also, where results do not come up to expectations, it is possible to de- 
termine for them where and why deviations occurred. A profit and loss budget 
established on the above principles, when compared with actual results, makes 
for a better understanding of what is occurring or can occur. 
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Increase in Volume to Offset 


Price Reduction — A Comment 
by GERALD CROWNINGSHIELD* 


Discussing the problem of determining the additional sales volume needed to offset a 
reduction in selling price in the March, 1960 issue of the N.A.A. Bulletin (James D. Will- 
son, “Practical Applications of Cost-Volume-Profit Analysis”), Mr. Willson wrote (pp. 
12-13): 

. assume that the company has a sales volume of $10,500,000, with fixed ex- 
penses of $1,300,000, and a marginal income ratio of .38. With a 10 percent re- 
duction in selling prices, what sales volume is needed just to maintain present 
operating results? Our initial step is to calculate the present operating income 


as follows: 


Marginal income $10,500,000 & .38 
3,990,000 
Deduct fixed expense 1,300,000 


Present operating incomie $ 2,690,000 


Next, we must adjust to the changed marginal income ratio (or the variable cost 








ratio). 
Sales volume to Desired profit + Fixed expense 
offset reduced = 1 —/ Present variable cost ratio 
selling price 1— Proposed % reduction 


in selling price 


$2,690,000 + $1,300,000 = $3,990.000 = $12,821,000 





62 3112 
i 
1 — .10 
The required sales volume of $12,821,000 represents an increase of about 22 
percent over the present level . . .”’ 
The statement that the required sales volume ‘‘represents an increase of about 22 per- 
cent over the present level” is misleading. If the sales department increases sales by 22 


percent, the operating net income will be lower, as the following calculations show. 

A decrease of 10 percent in the selling price will cause the merginal ratio to drop to 28 
percent of the new selling price. Applying this new ratio to the new sales volume, we 
find that the net income decreases: 





Present Volume Proposed Volume 
Sales $10,500,000 $12,821,000 
Marginal ratio 38% 28% 
Marginal income $ 3,990,000 $ 3,589,880 
Fixed expenses 1,300,000 1,300,000 


Operating income $ 2,690,000 $ 2.289,880 
$ 


Decrease in operating income 400,120 


The sales department should be told that if prices are decreased 10 percent, the sales 
volume must be increased by about 36 percent, a percentage that can be obtained without 
the use of formulas as complex as the one presented by Mr. Willson. 


* Associate Professor of Accounting, Rider College, Trenton, New Jersey. 
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If the selling price decreases (or if variable costs increase), the marginal income de- 
creases. Additional units must be sold to make up the difference. The additional units 
that must be sold represent the volume increase required to offset the change in selling 
price or variable cost. 

The percentage of increase in volume that is needed can be found by dividing the de- 
crease in margin by the new margin that will exist after the change. Using Mr. Willson’s 
data and assuming that the present selling price is $1.00 per unit (this price was selected 
for convenience; any other assumed price would work out as well), we have the following 





calculations: 
Margin per unit at present selling price $.3 
Margin per unit under proposed selling price .28 
Decrease in margin per unit $.10 





Percentage of increase in sales volume to offset reduction in selling price: 


Decrease in unit margin = $.10 = 36% 





New unit margin $.28 
The new sales volume required to maintain the present operating income can be found 
by dividing the present marginal income by the new marginal ratio: 
$3,990,000 = $14,250,000 
.28 
Or, Mr. Willson’s sales increase of $12,821,000 could be converted into sales dollars at 
the new selling price: 


$12,821,000 = $14,246,000 
.90 
Either way, the percentage of increase is about 36 percent: 
Volume needed after price decrease $14,250,000 
Present volume 10,500,000 
Required increase $ 3,750,000 


Percentage of increased required: 
$3,750,000 

MF he one 36% 
$10,500,000 . 


In his calculations, Mr. Willson failed to allow for the price change and expressed his 
new sales volume in terms of the old selling price, thereby understating the increase in 
volume that would be required 
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Why Be Without Budgetary Control? 
by CARL J. LARSON* 


_— ARE still many skeptical busi- 

ness managers who have failed to 
install budgetary control, in spite of 
the fact that its use has become a com- 
mon business practice. It is the tool 
for providing additional profits by 
utilizing the process of analysis and 
advance planning. 

Several reasons have been stated for 
not installing budgetary control. It 
has been said that additional personnel 
required to staff such a function is an 
unnecessary addition to administrative 
overhead expense. It has also been said 
that additional profits cannot be posi- 
tively attributed to budgetary control. 
Still another reason has been expressed 
to the effect that business conditions 
change so frequently that a budget 
soon becomes out of date and ineffec- 
tive. 

Nevertheless, every business, regard- 
less of its size, needs a budget to co- 
ordinate effort along the most profit- 
able channels. It is the only system- 
atic, organized means for increasing 
profits, or for protecting them when 
they would otherwise decrease, or for 
preventing losses. The accomplishment 
of this result is possible because the 
key to successful operations lies in the 
analysis and advance planning by all 
department heads before a budget is 
finally approved. 


Advance planning effectively over- 
comes the difficulties in maintaining 
communications among the manage 
ment group—a problem that is inher- 
ent in large businesses. Experience in- 
dicates that as businesses increase in 
size communications tend to become 
less effective—effectiveness decreases as 
the chain of delegated authority length- 
ens. Neither is the advantage of close 
personal contact in the small business 
a substitute for intensive study of 
past operations, what should be done 
in the future, and how best to do it. 
Until they have become accustomed to 
the practice, most executives find the 
task of studying past operations to be 
quite onerous. Decisions are procras- 
tinated until they are forced by the 
pressure of day-to-day operations. The 
profits that result from such uncoor- 
dinated decisions are smaller than they 
otherwise would be, because decisions 
made on a departmental basis and in- 
dependently of other phases of the 
business may not be conducive to op- 
erational efficiency. 

Budgeting instills the habit of analy- 
sis and advance planning. Knowing 
that his plans will be reduced to writ- 
ing, and that he will be held respon- 
sible for their execution, an executive 
soon perceives the advantages of thor- 
ough operations studies and advance 


*Monsanto Chemical Company, St. Louis, Missouri. 
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planning. Actively participating in the 
budget procedure, each executive be- 
comes thoroughly familiar with the 
over-all objectives and policies, as well 
as fully cognizant of what is expected 
of him. Decisions can then be expected 
to flow smoothly, according to the plan. 

The budget studies and reviews that 
are conducted on all the management 
levels provide an opportunity, not 
otherwise available, to secure the best 
suggestions and counsel from the en- 
tire group. The final budget, expres- 
sive of the combined judgment, has 
also the advantages of objectivity and 
impartiality. 

While the primary purpose of a bud- 
get is to coordinate everyone's efforts 
along the most profitable lines, it also 
serves as an effective tool for manage- 
ment’s use in controlling operations. 


For every item of income and expendi- 
ture, periodic comparative reports are 
issued for the purpose of measuring 
performance in terms of the budget. 
The unfavorable variances indicated by 
such reports signal problem situations 
that need corrective action. Corrective 
action can be taken before significant 
loss occurs. On the other hand, if un- 
favorable variances occur as a result of 
external business conditions beyond the 
control of management, the budget can 
be revised to keep it realistic and ef- 
fective as a continuing tool for con- 
trol of operations. 

Even though first budget plans may 
be imperfect, it should be recognized 
that they are the foundation for better 
plans. Budgeting has come of age. 
It will do the job for which it is in- 
tended, if given a fair chance. 


————>> @ a 
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Practical Cost Accounting for Banks 


Marshall C. Corns, Bankers Publishing Co., 
39 Beach Street, Boston 11, Mass., 1959, 210 
pp., $18.75. 


The topic of this book is one which has 
been gradually (over the past 10 years and 
earlier) given extended emphasis, i.e., the 
application of cost classification and unit 
cost development (of functions and _ serv- 
ices). The cost summary illustrated in the 
final chapter discloses, for example, a unit 
cost of $.097 for handling commercial de- 
posits, and this is made up of the follow- 
ing items: teller $.0658, proof $.0057 and 
bookkeeping $.0256. 


Management Accounting 


Robert N. Anthony, Richard’ D. Irwin, Inc., 
Homewood, Illinois, Second Edition, 1960, 
671 pp., $10 


In this revision, the material on principles 
of financial accounting has been expanded, 
to add to the usefulness of the text when 
used for beginners, and that on management 
accounting has been divided to recognize 
control and planning separately. All chap- 


ters are implemented with cases 


Accounting: Administrative 
and Financial 


George R. Husband, Chilton Co., 56th and 
Chestnut St., Philadelphia 39, Penna., 1960 
499 pp., $7.50. 


The author of this text takes accounting 
seriously as a force in business operations, 
one which results in “less social waste of 
properties and services’ and “an important 
factor in organizing and maintaining the 
financial strength and stability of the busi- 
ness enterprise’. The treatment starts with 
the framework, process and techniques of 
accounting and proceeds to statement prep- 
aration and analysis and then to the many 
significant problems, e.g., depreciation, mar- 


keting, costs, and budgets 
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Beyoud Chese Covers 


Books 


Twenty-Second Institute 
on Accounting 


Ohio State University, Columbus, Ohio, Paper 
Bound, 1950, 162 pd. 


An institute that is quite definitely an “‘in- 
stitution” due to its long and favorable his- 
tory is -reported, as to its May 1960 pro- 
ceedings, in this group of addresses. Finan- 
cial accounting, education of accountants, 
research in accounting, and Federal budget- 
ing (“The World's Biggest Balance’’ Sheet 
by Maurice Stans, Director, Bureau of the 


Budget) are outstanding topics. 


Accounting Guide for 
Defense Contracts 


Paul M. Trueger, Commerce Clearing House 
4025 West Peterson Ave., Chicago 46, Illinois, 
Third Edition, 1960, 574 pp., $15. 


The author's preface to this book is dated 
early this summer and the text covers 
changes in the A.S.P.R. which were worked 
out in late 1959, together with changes 
which have taken place in law and execu- 
tive orders since the 1958 edition. The text 
is comprehensive and, as appendices, in- 
cludes Section XV of the A.S.P.R. and like 


material. 


Management by System 


Richard F. Neuschel, McGraw-Hill Book Co., 
330 West 42nd St., New York 36, N.Y., 
Second Edition, 1960, 359 pp., $7.95. 


An experienced business counsellor and 
systems man here revises the text of his 
original (entitled “Streamlining Business 
Procedures) to accommodate implications 
of ten years of growth in the “systems and 
procedures function throughout American 
business and government”. Not by any 
means primarily on use of electronic equip- 
ment, this is not neglected, nor its part in 


facilitating integrated data processing. 
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Probability Statistics for Electronic Business Machines 


Business Decisions J. H. Leveson, Editor, New York Philosoph 
Robert Schlaiter, McGraw-Hill Book Co., ical Library, 15 East 40th St., New York 16, 
330 West 42nd St.. New York 36, N. Y.. N. Y., 1960 (Scotland 1959), 213 pp., $15. 
1959, 732 pp., $11.50. First published abroad last year, this book 
The subtitle of this work, “An Introduc- is specific in character, dealing in its first 
tion to Managerial Economics Under Un- _ section with the technique of programming. 
certainty,’ gives its significance. The text, Subsequent sections relate computers to 


while intended to be a ‘“‘nonmathematical business data processing and to equipment 
introduction to the logical analysis of prac- applications. 
tical business problems,’ takes the reader 


well into probability theory . 
International Trade — 


Theory, Policy, Practice 


Renegotiation Kramer, d’Arlin and Roots, South-western 
The Renegotiation Board, Washington 25, Publishing Co., Cincinnati 27, Obio, 1959, 
D. C., 1960, Pamphlet, 4 pp. 678 pp., $7.50. 


This slim pamphlet, subtitled “what it is A textbook in the area of sale and pur- 
and how it works” is a brief explanation chase of goods across national boundaries, 
of renegotiation, extended by Congress in one of today’s ever-increasing fields of ac 
1959 to 1962. The renegotiation process tivity, this volume includes a substantial 
and reporting requirements are briefly ex- section on practical aspects of international 
plained. trade. 





STATEMENT REQUIRED BY THE ACT OF AUGUST 24, 1912, AS AMENDED BY THE ACTS OF 
MARCH 3, 1933, JULY 2, 1946 AND JUNE 11, 1960 (74 Stat. 208) SHOWING THE OWNER- 
SHIP, MANAGEMENT, AND CIRCULATION OF N.A.A. BULLETIN (Formerly N.A.C.A. 
Bulletin) published monthly at New York, N. Y., for October 1, 1960. 


1. The names and addresses of the publisher, editor, managing editor, and business aancowe 
are: Publisher, National Association of Accountants, 505 Park Avenue, New York 22, 
Editor, George F. Wyman, 505 Park Avenue, New York 22, N. Y.; Managing Editor, hs 
Business Manager, Raymond P. Marple, 505 Park Avenue, New York. ly Te We 


2. The owner is: (If owned by a corporation, its name and address must be stated and also 
immediately thereunder the names and addresses of stockholders owning or holding 1 percent 
or more of total amount of stock. If not owned by a corporation, the names and addresses 
of the individual owners must be given. If owned by a partnership or other unincorporated 
firm, its name and address, as well as that of each individual member, must be given.) 
National Association of Accountants, 505 Park Avenue, New York 22, N. Y.; President, George 
A. Hewitt, 2101 Packard Bidg., Philadelphia 2, Pa.; Secretary, Arthur B. Gunnarson, 505 Park 
Avenue, New York 22, N. Y.; Treasurer, Casper B. Apple, 1325 National Newark Bidg., 
Newark, N. J. 

3. The known bondholders, mortgagees, and other security holders owning or holding 
1 percent or more of total amount of bonds, mortgages, or other securities are: (if there are 
none, so state.): None. 

4. Paragraphs 2 and 3 include, in cases where the stockholder or security holder appears 
upon the books of the company as trustee or in any other fiduciary relation, the name of the 
person or corporation for whom such trustee is acting; also the statements in the two para- 
graphs show the affiant’s full knowledge and belief as to the circumstances and conditions under 
which stockholders and security holders who do not appear upon the books of the company 
as trustees, hold stock and securities in a capacity other than that of a bona fide owner. 

5. The average number of copies of each issue of this publication sold or distributed, 
through the mails or otherwise, to paid subscribers during the 12 months preceding the date 
shown above was: (This information is required by the act of June 11, 1960 to be included 
in all statements regardless of frequency of issue.): 46,735. 

R. P. MARPLE, Business Manager 
Sworn to and subscribed before me this 27th day of September, 1960. 
ROBERT T. WATTIE 
Notary Public, State of New York 
[SEAL] Qualified in Orange County 
(My commission expires March 30, 1961) 
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